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FTC  FRANCHISING  REGULATION 


WEDNESDAY,  AUGUST  3,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Subcommittee  on  Transportation 

and  Hazardous  Materials, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2322,  Rayburn  House  Office  Building,  Hon.  Blanche  M.  Lambert 
presiding. 

Ms.  Lambert.  Mr.  Gillmor  will  be  joining  us  shortly  and  we  will 
give  him  the  opportunity  to  make  his  opening  statement.  The  sub- 
committee will  come  to  order,  and  the  Chair  asks  unanimous  con- 
sent that  any  opening  statements  that  may  be  submitted  by  mem- 
bers may  be  included  in  the  record. 

I  would  first  like  to  welcome  the  witnesses  to  this  oversight  hear- 
ing, some  of  whom  have  come  a  long  way  to  be  here.  I  would  like 
to  remind  them  that  their  written  statement  will  also  be  included 
in  full  in  the  hearing  record,  and  that  they  should  therefore  limit 
themselves  to  5  minutes  for  their  oral  presentation.  That  is  pretty 
standard  around  here. 

This  hearing  is  an  oversight  hearing  of  the  activities  of  the  Fed- 
eral Trade  Commission  in  the  regulation  of  the  franchise  industry. 
We  have  no  reason  to  believe  that  the  FTC  is  not  trying  to  the  best 
of  its  ability  to  enforce  the  franchise  disclosure  rule  and  to  bring 
necessary  cases  against  deceptive  franchisors,  and  in  the  last  2 
years  the  Commission  has  significantly  increased  the  number  of 
cases  it  has  brought  on  franchise  disclosure  rule  violations. 

However,  we  are  concerned  that  the  resources  of  the  FTC  and 
those  of  the  States  with  franchise  laws  are  limited  and  that  meri- 
torious cases  may  be  allowed  to  slip  through  the  cracks.  And  this 
was  one  of  the  concerns  expressed  by  the  General  Accounting  Office 
in  its  report  on  the  enforcement  of  the  trade  regulation  rule  on 
franchising  that  was  issued  in  July  of  last  year.  We  are  pleased  to 
have  representatives  of  the  FTC  and  the  State  regulators  here 
today  to  respond  to  those  concerns. 

We  will  also  hear  from  a  number  of  former  franchisees  who  feel 
that  the  enforcement  safety  net  has  failed  them,  and  from  leaders 
of  two  franchisee  groups  who  have  attempted  to  organize 
franchisees  to  offer  countervailing  power  to  that  of  the  franchising 
industry. 

Finally,  we  will  also  hear  from  some  franchisors  who  show  by 
their  example  that  franchising  is  a  very  effective  tool  for  bringing 
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together  those  who  are  wilHng  to  work  and  invest,  and  those  who 
have  the  product  and  the  expertise  to  make  the  effort  succeed. 

Today  franchising  is  an  $800  billion  industry,  and  franchised  out- 
lets account  for  40  percent  of  all  retail  sales.  This  is  a  very  success- 
ful marketplace.  Everyone  wants  to  be  like  McDonald's,  and  we  are 
pleased  to  have  them  here  today  to  tell  their  story.  And  it  is  not 
beyond  the  realm  of  possibility  that  one  day  Mr.  Carpenter  will 
have  a  Wild  Birds  Unlimited  franchise  in  Red  Square  in  Moscow, 
right  next  to  McDonald's. 

But  for  an  $800  billion  industry,  we  have  a  somewhat  patchwork 
and  evolutionary  regulatory  system,  and  the  level  of  assurance  that 
the  marketplace  is  a  fair  one  and  that  rights  of  redress  are  avail- 
able when  they  are  justified  vary  from  State  to  State.  Fifteen 
States  have  some  form  of  franchise  regulation,  including  the  right 
of  private  action. 

The  FTC  expected  that  the  courts  would  allow  private  rights  of 
action  nationwide  through  the  franchise  disclosure  rule.  The  courts 
have  not  done  so.  So  franchisees  in  35  States  do  not  have  the  same 
level  of  rights  and  due  process  available  to  the  citizens  of  those  15 
States  with  the  right  of  private  action. 

Until  1987,  the  Department  of  Commerce  collected  statistics  on 
franchising,  including  growth  and  failure  rates.  The  Office  of  Man- 
agement and  Budget  in  its  wisdom  told  them  to  stop  collecting  such 
data,  and  today  we  must  rely  on  guesstimates  from  industry  and 
academics,  which  has  led  to  no  end  of  controversy. 

I  hope  that  this  hearing  will  allow  the  members  of  the  sub- 
committee to  listen  and  learn  and  to  help  them  make  an  informed 
judgment  as  to  whether  further  regulatory  relief  is  needed,  as  I  ex- 
pect we  will  hear  from  our  second  panel,  or  that  it  is  a  successful, 
dynamic  marketplace  that  does  not  need  further  regulation,  as  we 
are  likely  to  hear  from  our  third  panel. 

But  I  will  conclude  with  an  expression  of  hope  that  perhaps  there 
can  be  some  common  ground.  Franchising  is  an  extraordinarily  suc- 
cessful and  exciting  business  concept  and  that  is  why  many  of  the 
witnesses  on  our  second  panel  became  franchisees. 

But  it  is  also  a  dynamic  industry  and  how  it  looks  today  is  not 
how  it  looked  yesterday  or  how  it  will  look  tomorrow.  And  so  I 
would  encourage  the  members  of  our  third  panel  to  consider  how 
this  marketplace  may  be  changing  and  whether  we  need  to  ration- 
alize our  patchwork  regulatory  structure. 

In  my  own  district  in  eastern  Arkansas,  we  have  a  tremendous 
number  of  franchisees.  We  have  a  large  rural  area  that  is  served 
well  by  the  franchisors  and  the  franchisees,  and  it  is  an  important 
issue  to  me.  I  am  looking  forward  to  listening  to  the  three  panels, 
as  well  as  working  with  you  all  in  the  future.  With  that,  I  will  re- 
serve the  right  to  be  able  to  allow  Mr.  Gillmor  to  offer  his  opening 
statement  and  we  will  move  on  to  our  first  panel. 

[The  opening  statements  of  Hon.  Carlos  J.  Moorhead  and  Hon. 
Paul  E.  Gillmor  follow:] 

Statement  of  Hon.  Carlos  J.  Moorhead 

Thank  you,  Mr.  Chairman.  I  commend  you  and  the  subcommittee's  members  for 
conducting  this  oversight  hearing  on  the  Federal  Trade  Commission's  disclosure  and 
consumer-protection  responsibilities  in  the  franchising  field.  As  in  the  securities 
field,  adequate  disclosure  in  franchising  involves  the  efforts  of  both  State  and  Fed- 


eral  officials.  We  need  the  resources  of  both  to  combat  effectively  the  con  artists  who 
use  fraud  and  deception  to  swindle  prospective  franchisees. 

These  State  and  Federal  enforcement  efforts  not  only  help  protect  the  potential 
victims  of  deceptive  tactics;  they  also  help  preserve  the  integrity  and  credibility  of 
the  thousands  of  legitimate  businesses  who  need  and  use  franchising  techniques  to 
finance  the  growth  of  their  enterprises.  Each  case  of  fraud  or  deception  harms  not 
only  the  immediate  victim,  but  also  the  trust  that  is  vital  to  successful  business  re- 
lationships. Given  the  growing  role  of  franchised  companies  in  our  retail  economy, 
we  cannot  afford  to  have  the  credibility  of  our  hardworking  business  people  under- 
mined by  a  relatively  few  unscrupulous  operators. 

I  am  most  interested  to  see  how  the  FTC's  Federal  disclosure  requirements  com- 
plement the  activities  of  our  State  officials  in  providing  prospective  franchisees  with 
basic  information  that  will  allow  them  to  make  sound  business  judgements  after 
seeking  appropriate  professional  advice. 

Thank  you,  Mr.  Chairman. 


Statement  of  Hon.  Paul  E.  Gillmor 

Thank  you,  Mr.  Chairman.  I  commend  you  for  this  timely  hearing  on  the  impor- 
tant responsibilities  of  the  Federal  Trade  Commission  with  respect  to  franchising. 
It  is  estimated  that  about  one-third  of  all  retail  transactions  in  the  United  States 
now  take  place  through  franchised  outlets.  This  makes  franchised  companies  a 
major  engine  of  the  American  economy  and  a  key  source  of  the  entrepreneurship 
that  is  the  lifeblood  of  our  capitalist  system. 

A  key  element  of  that  system  is  risk  and  reward— the  ability  to  place  resources 
at  risk  in  order  to  obtain  a  reward,  or  profit,  from  the  marketplace.  We  cannot,  and 
should  not,  attempt  to  remove  all  risk  from  any  particular  type  of  business  trans- 
action. We  can  and  do  work  to  reduce  the  ability  of  "bad  apples"  to  create  illegit- 
imate risks  through  fraud  and  deception.  And  that  is  where  the  FTC  comes  in.  Its 
disclosure  requirements  are  intended  to  give  prospective  franchisees  a  fair  shot  at 
understanding  the  track  record  of  the  company  they  are  contracting  with,  and  some 
of  the  key  indicators  of  risk.  But,  just  as  in  the  securities  field,  with  which  our  com- 
mittee is  very  familiar,  no  standard  disclosure  document  can  replace  sound  profes- 
sional advice  and  good  business  judgement.  I  am  most  interested  to  see  how  all  of 
these  factors  interact  in  the  day-to-day  activities  of  America's  many  franchised  com- 
panies. 

Thank  you,  Mr.  Chairman. 

Ms.  Lambert.  Our  first  panel  of  witnesses,  Mr.  Christian  S. 
White,  who  is  the  Acting  Director  of  the  Bureau  of  Consumer  Pro- 
tection from  the  Federal  Trade  Commission  and  Mr.  Steve  Maxey, 
of  the  State  Corporation  Commission,  Division  of  Securities  and 
Retail  Franchising. 

Mr.  White. 

STATEMENTS  OF  CHRISTIAN  S.  WHITE,  ACTING  DIRECTOR, 
BUREAU  OF  CONSUMER  PROTECTION,  FEDERAL  TRADE 
COMMISSION;  AND  STEVE  MAXEY,  STATE  CORPORATION 
COMMISSION,  DIVISION  OF  SECURITIES  &  RETAIL 
FRANCHISHING,  RICHMOND,  VA 

Mr.  White.  Madam  Chairwoman,  thank  you  very  much.  I  am  in- 
deed Chris  White  from  the  Federal  Trade  Commission.  I  am  very 
pleased  to  be  here  before  this  subcommittee  to  speak  on  behalf  of 
the  Commission  about  the  Commission's  continuing  efforts  to  en- 
force the  franchise  rule.  The  views  expressed  in  the  Commission's 
statement  are  those  of  the  full  Commission.  My  responses  to  your 
questions  this  afternoon  or,  excuse  me,  this  morning,  are  my  own, 
and  are  not  necessarily  the  views  of  a  Commissioner  or  the  Com- 
mission itself. 


You  have  the  full  statement,  as  you  said,  and  in  the  interest  of 
time,  I  will  be  as  brief  as  possible. 

Ms.  Lambert.  Can  I  ask  the  gentleman  to  suspend  for  a  mo- 
ment? Thank  you.  Proceed. 

Mr.  White.  Thank  you  very  much.  You  have  also  set  us  on  the 
course  extremely  well  by  your  opening  remarks  explaining  why 
franchising  is  so  important.  Franchising  is  a  huge  part  of  the 
American  economy,  as  you  said.  There  are  more  than  $800  billion 
in  sales  by  more  than  half  a  million  franchisees.  More  than  one- 
third  of  all  retail  transactions  in  the  United  States  take  place  at 
franchised  outlets  and  that  proportion  is  continuing  to  grow,  both 
in  this  country  and  elsewhere,  as  you  have  noted. 

Let  me  just  say,  while  franchising  has  provided  a  successful 
means  of  marketing  for  many  corporations,  relationships  between 
franchisors  and  franchisees  are  sometimes  strained.  One  reason  for 
this  is  that  the  franchisee  typically  owns  only  a  limited-term  li- 
cense to  operate  a  business  according  to  the  requirements  of  the 
franchisor's  operating  manual.  A  franchisee  may  think  it  has  a 
right  to  continue  to  operate  under  the  same  terms,  but  a  franchisee 
is  only  a  party  to  a  limited  term  contract  as  a  matter  of  law. 

Another  source  of  friction  in  some  franchise  relationships  is  that 
some  franchisors  are  developing  alternate  approaches  to  distribut- 
ing their  goods  and  services  that  bypass,  and  may  compete,  with 
their  franchisees.  We  have  seen  that  some  food  service  companies 
now  sell  in  grocery  stores,  kiosks,  or  push  carts,  the  same  products 
that  their  franchisees  sell  at  their  outlets.  Thus,  while  franchisors 
may  increase  market  penetration  and  market  share  through  the 
use  of  these  alternative  distribution  systems,  franchisees  can  actu- 
ally lose  business. 

Because  the  world  of  franchising  is  not  only  growing  but  chang- 
ing rapidly,  as  you  have  said,  Madam  Chairwoman,  presale  disclo- 
sure of  all  of  the  material  terms  and  conditions  of  the  franchise 
agreement  is  more  important  than  ever.  Franchisees  who  under- 
stand their  contractual  rights  and  obligations  before  they  get  into 
the  deal  are,  in  our  experience,  far  less  likely  to  experience 
strained  relationships  with  their  franchisor. 

That  is  why  at  the  FTC  we  not  only  enforce  our  presale  disclo- 
sure rule  vigorously,  but  also  constantly  counsel  prospective 
franchisees  to  discuss  the  disclosure  document  with  an  attorney  or 
with  an  accountant,  to  get  the  information  they  need  to  really 
know  what  they  are  getting  into. 

While  franchisee  complaints  do  not  always  involve  rule  viola- 
tions, the  staff  of  the  Commission  will  nonetheless  examine  them 
carefully  to  determine  whether  there  may  otherwise  be  violations 
of  section  5  of  the  FTC  act,  which  prohibits  deceptive  or  unfair 
practices. 

Although  conflicts  in  established  franchise  relationships  are  an 
important  area  of  concern,  the  Commission  has  historically  directed 
its  efforts  toward  insuring  the  prospective  franchisees  have  full  and 
accurate  information  about  a  franchise  before  they  invest.  Thus  the 
FTC  rule  requires  franchisors  and  certain  other  sellers  of  business 
opportunities  to  provide  potential  investors  with  a  disclosure  docu- 
ment at  least  10  days  before  the  investor  puts  up  money  or  binds 
him  or  herself  to  participate  in  the  franchise. 


That  document  must  disclose  some  20  categories  of  information 
about  the  business.  I  beheve  this  subcommittee  is  well  aware  of  the 
types  of  information,  and  I  won't  enumerate  them  here. 

The  disclosure  requirements  established  during  the  1970's  at  the 
State  and  Federal  levels  were  intended  to  benefit  both  prospective 
franchisees  and  franchisors  by  helping  investors  distinguish  legiti- 
mate companies  from  scams  that  were  simply  designed  to  separate 
eager  investors  from  their  life  savings. 

Despite  the  imposition  of  these  disclosure  requirements,  fran- 
chise scams  continue  to  persist.  Prospective  franchisees  are  now 
flocking  to  business  opportunity  shows  in  ever  increasing  numbers 
and  some  have  been  induced  to  invest  in  fraudulent  ventures. 

In  recent  months,  the  Wall  Street  Journal  has  run  articles  de- 
scribing the  increasing  problem  of  fraudulently  marketed  vending 
machine  opportunities  and  focusing  on  recent  Commission  actions 
in  that  area.  These  articles  report  that  a  rise  in  vending  machine 
scams  and  other  fraudulent  franchise  systems  has  wiped  out  the 
savings  of  inexperienced  investors  who  rely  on  the  franchisors  to 
provide  guidance  in  exchange  for  hefty  franchise  fees. 

Information  gathered  in  the  course  of  investigation  and  in  discov- 
ery in  franchise  cases  tends  to  confirm  that  many  victims  of  un- 
scrupulous franchisors  are  laid  off  managers,  pinning  their  hopes 
on  joining  someone  else's  operation,  or  people  seeking  to  provide  for 
a  child's  college  education  or  for  their  retirement.  The  fraud  and 
deception  practiced  upon  them  can  deplete  their  life  savings  and 
can  destroy  families  in  the  process. 

In  response,  the  Commission  has  significantly  increased  its  fran- 
chise rule  enforcement  during  the  past  5  years.  Since  the  beginning 
of  1989  the  Commission  has  brought  42  franchise  and  business  op- 
portunity enforcement  cases,  which  is  about  double  the  number  in 
the  preceding  10  years. 

We  have  obtained  consent  decrees  and  judgments  that  provide  in 
the  aggregate  for  more  than  $4  million  in  civil  penalties  for  rule 
violations,  and  almost  $41  million  in  consumer  redress.  Vigorous 
enforcement  of  the  franchise  rule  continues  to  be  a  high  priority  for 
the  Commission. 

Madam  Chairwoman,  again,  in  the  statement  we  review  in  depth 
some  of  the  recent  cases.  I  would  simply  like  to  say  that  that  rep- 
resents a  spectrum  of  enforcement  from  the  fraudulent  scam  to  the 
more  mature  franchise  operation  that  may  have  failed  to  provide 
adequate  information  in  its  disclosure  document,  or  made  misrepre- 
sentations. We  are  using  all  the  tools  that  are  at  our  disposal  to 
bring  appropriate  enforcement  action  in  this  area. 

The  Commission's  commitment  to  aggressive  enforcement  of  the 
franchise  rule  should  be  apparent  from  these  actions,  but  we  know 
that  the  Commission  can't  do  it  alone.  Under  Chairman  Janet 
Steiger,  one  of  the  Commission's  top  priorities  has  been  to  increase 
the  cooperation  between  the  Commission  and  other  law  enforce- 
ment agencies,  particularly  State  and  local  law  enforcement. 

I  believe  we  have  laid  a  strong  foundation  for  joint  law  enforce- 
ment projects.  We  are  working  with  the  States,  particularly  over 
the  past  2  years.  For  example,  in  cooperation  with  our  counterpart 
State  regulators,  we  undertook  to  "sweep"  franchise  and  business 
opportunity  trade  shows  with  test  shoppers.  We  have  developed 


some  nonpublic  investigations  from  these  efforts  and  will  continue 
to  bring  vigorous  enforcement  wherever  the  facts  allow  us  to  do 
that. 

We  have,  at  the  Commission,  worked  closely  with  our  colleagues 
at  NASAA,  and  I  am  pleased  to  be  on  this  panel  with  Mr.  Maxey. 
NASAA  and  the  staff  of  the  Commission  consulted  closely  in  the  re- 
cent revisions  of  the  uniform  franchise  offering  circular  (UFOC)  to 
make  that  more  user  friendly  to  prospective  franchisees.  In  addi- 
tion, we  have  received  invaluable  support  and  assistance  from 
NASAA  members  during  the  course  of  our  nonpublic  investigations 
and  our  litigation. 

For  example,  in  the  Salsa's  case  that  is  discussed  in  some  depth 
in  the  testimony,  we  received  support  from  regulators  in  Indiana, 
Maryland  and  Washington,  Wisconsin  and  other  States  where  the 
defendants  had  attempted  to  register  and  sell  their  fran-chises.  The 
Commission  recognizes  and  applauds  this  key  role  that  NASAA 
members  can  play  in  the  success  of  its  enforcement  efforts. 

We  are  attempting  to  provide  our  counterpart  State  law  enforcers 
with  the  necessary  information  and  training  that  will  enable  them 
to  bring  appropriate  franchise  cases  and  believe  that  this  kind  of 
networking  is  essential  to  what  we  do. 

I  think  you  know  that  the  Commission  recently  has  made  modi- 
fications in  franchise  rule  requirements.  In  July  1992,  NASAA  re- 
vised the  UFOC  format  disclosure  requirements.  The  staff  of  the 
Commission  worked  closely  with  NASAA's  revision  committee  to  re- 
duce the  complexity  of  the  UFOC  information  to  make  it  more  com- 
prehensible to  prospective  franchisees. 

The  UFOC  revisions  can  be  significant  benefits  to  prospective 
franchisees  in  giving  them  the  information  they  need  in  plain  Eng- 
lish. The  Commission  has  determined  that  the  revisions  to  the 
UFOC  guidelines,  viewed  as  a  whole,  call  for  disclosures  that  afford 
prospective  franchisees  protections  that  are  equal  to  or  greater 
than  the  rule-mandated  disclosures.  Thus,  as  I  think  you  know,  the 
Commission  accepts  the  UFOC  as  acceptable  compliance  with  the 
Commission's  rule. 

In  past  years,  the  Commission  has  studied  its  rule  to  determine 
whether  it  could  be  modified  in  order  to  make  it  more  effective  and 
as  determined  on  the  record,  that  it  would  not  be  appropriate  to 
begin  rulemaking  under  section  18  of  the  FTC  Act  to  modify  the 
rule. 

Let  me  just  say,  we  will  continue  our  franchise  rule  enforcement 
efforts  seeking  to  combat  both  blatant  fraud  and  misrepresentation 
in  the  marketing  of  franchises  and  business  opportunities,  and  in- 
stances of  noncompliance  with  the  rule's  disclosure  requirements 
by  more  established  franchisors. 

We  have,  as  I  said  earlier,  a  number  of  nonpublic  investigations 
involving  franchisor  conduct  after  the  franchise  sale  to  determine 
whether  such  conduct  might  violate  the  Federal  Trade  Commission 
Act's  prohibition  of  unfair  or  deceptive  acts  or  practices. 

We  continue  to  place  a  high  priority  on  franchise  enforcement. 
We  will  continue  to  use  the  entire  range  of  remedies  available  to 
us  to  address  rule  violations  and  section  5  violations:  temporary  re- 
straining orders,  accompanied  by  ex  parte  freezes  of  corporate  and 
personal  assets  in  appropriate  cases;  preliminary  and  permanent 


injunctive  relief;  monetary  and  other  redress  for  investors;  civil 
penalties  for  rule  violations;  and  permanent  bans  from  the  sale  of 
business  opportunities  where  that  would  be  appropriate. 

We  are  working  as  effectively  as  we  can  with  the  resources  avail- 
able to  us.  We  think  that  recent  years  have  enabled  us  to  convey 
an  enforcement  presence  in  this  industry.  We  know  there  is  much 
more  work  to  be  done.  I  will  cut  off  my  remarks  here  to  reserve 
time  for  you  to  ask  questions  about  our  activities. 

Madam  Chairwoman,  thank  you  very  much  for  allowing  the 
Commission  to  participate  in  this  hearing. 

Ms.  Lambert.  Thank  you,  Chris,  to  you  and  your  staff  for  what 
the  FTC  does  with  the  resources  they  have  to  help  keep  this  a  fair 
and  progressing  industry. 

[The  prepared  statement  of  Christian  S.  White  follows:] 

Statement  of  Christian  S.  White 

Mr.  Chairman  and  members  of  the  subcommittee:  I  am  Christian  S.  White,  Acting 
Director  of  the  Bureau  of  Consumer  Protection  of  the  Federal  Trade  Commission.  > 
I  appreciate  this  opportunity  to  appear  before  the  subcommittee  today  on  behalf  of 
the  Commission  to  provide  information  on  the  Commission's  achievements  and  con- 
tinuing efforts  to  enforce  the  Franchise  Rule.^  I  will  address  four  topics  today:  (1) 
franchise  issues  raised  by  recent  Commission  cases;  (2)  the  Commission's  efforts  to 
maximize  resources  through  coordination  with  State  law  enforcement  officials;  (3) 
recent  policy  decisions  by  the  Commission  concerning  Rule  compliance;  and  (4)  fu- 
ture enforcement  issues  that  the  Commission  will  address. 

Franchising,  as  a  means  of  distribution  and  as  a  form  of  business  organization, 
continues  to  occupy  a  place  of  prominence  in  our  economy.  As  of  1991,  there  were 
more  than  542,000  franchising  outlets  operating  in  the  United  States,  and  these  ac- 
counted for  an  estimated  $758  billion  in  sales.  More  than  one-third  of  all  retail 
transactions  in  the  United  States  now  take  place  at  franchised  outlets,  and  that  pro- 
portion continues  to  grow.  This  expansion  has  taken  on  a  global  dimension  as  U.S.- 
based  franchisors  have  exported  tneir  business  formats  and  know-how  throughout 
the  world. 

While  franchising  has  provided  a  successful  means  of  marketing  for  many  cor- 
porations, relationships  between  franchisors  and  franchisees  are  sometimes 
strained.  One  reason  for  this  is  that  the  franchisee  typically  owns  only  a  limited- 
term  license  to  operate  a  business  according  to  the  requirements  of  the  franchisors 
operating  manual.  An  established  franchisee  may  thinK  that  it  has  a  right  to  con- 
tinue to  operate  under  the  same  terms,  but  a  franchisee  is  only  a  party  to  a  limited 
term  contract  as  a  matter  of  law.  To  the  extent  that  franchisees  are  successful,  the 
market  values  of  their  franchises  are  likely  to  increase.  Thus,  conflicts  may  arise 
between  the  franchisor  and  the  franchisee  at  the  time  of  contract  renewal. 

Another  source  of  friction  in  some  franchise  relationships  is  that  franchisors  are 
developing  alternative  approaches  to  distributing  their  goods  or  services  that  by- 
pass, and  compete  with,  franchisees  selling  the  same  goods  or  services.  For  example, 
some  food  service  companies  now  sell  in  grocery  stores,  from  push  carts,  or  at  kiosks 
the  same  products  tneir  franchisees  sell  only  in  franchise  outlets.  Thus,  while 
franchisors  may  increase  market  penetration  and  market  share  through  the  use  of 
alternative  distribution  systems,  franchisees  may  actually  lose  business. 

Because  the  world  of  franchising  is  not  only  growing  but  also  changing  rapidly, 
presale  disclosure  of  all  material  terms  and  conditions  of  the  franchise  agreement 
is  more  important  than  ever.  Franchisees  who  understand  their  rights  and  obliga- 
tions before  they  purchase  their  franchise  are,  in  our  experience,  far  less  likely  to 
experience  strained  relationships  with  their  franchisors.  That  is  why,  at  the  FTC, 
we  not  only  enforce  our  presale  disclosure  rule  vigorously,  but  also  counsel  prospec- 
tive franchisees  to  discuss  the  disclosure  document  with  their  attorney  and  account- 
ant. While  franchisee  complaints  do  not  always  involve  possible  rule  violations,  the 
staff  of  the  Commission   will   nonetheless  examine  them   carefully   to  determine 


'The  views  expressed  in  this  statement  represent  the  views  of  the  Commission.  My  responses 
to  any  questions  you  may  have  are  my  own  and  do  not  necessarily  reflect  the  views  of  the  Com- 
mission or  any  individual  Commissioner. 

2  "Disclosure  Requirements  and  Prohibitions  Concerning  Franchising  and  Business  Oppor- 
tunity Ventures",  16  C.F.R.  Part  436  (1994). 
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whether  there  may  be  violations  of  section  5  of  the  Federal  Trade  Commission  Act, 
which  prohibits  deceptive  and  unfair  trade  practices. ^ 

Although  conflicts  in  established  franchise  relationships  are  an  important  area  of 
concern,  the  Commission  has  historically  directed  its  efforts  toward  ensuring  that 
prospective  franchisees  have  full  and  accurate  information  about  a  franchise  before 
they  invest.  Thus,  the  Franchise  Rule  requires  franchisors  and  certain  other  sellers 
of  business  opportunity  ventures'*  to  provide  potential  investors  with  a  disclosure 
document  at  least  10  days  before  the  investor  pays  any  money  or  signs  a  binding 
agreement  for  a  franchise.  The  document  must  disclose  20  categories  of  information 
about  the  business,  including  the  background  and  management  experience  of  the 
firm's  key  executives;  the  audited  financial  statements  of  the  seller;  the  responsibil- 
ities of  both  the  buyer  and  seller  once  the  purchase  is  complete;  the  names,  address- 
es, and  telephone  numbers  of  operating  franchisees  in  the  geographic  area  of  the 
prospective  iranchisee;  and  the  litigation  and  bankruptcy  history  of  the  firm  and  its 
principals.  If  a  franchisor  makes  any  earnings  claims,  the  rule  also  requires  it  to 
provide  prospective  investors  with  a  document  substantiating  those  claims.  These 
required  disclosures  include  information  essential  to  a  prospective  investor's  assess- 
ment of  the  potential  risks  and  benefits  of  the  franchise,  and  permit  comparisons 
with  other  available  investments. 

Franchisors  have  the  option  of  complyingwith  the  Franchise  Rule  by  means  of 
the  Uniform  Franchise  Offering  Circular  ("UFOC").  The  UFOC  is  a  successful  effort 
toward  uniform  State  franchisor  disclosure  requirements  by  the  member  States  of 
the  North  American  Security  Administrators  Association  ("NASAA").  The  UFOC 
was  initially  promulgated  in  1974  by  the  predecessor  of  NASAA,  the  Midwest  Secu- 
rities Commissioners  Association  ("MSCA  ).  Although  not  identical  to  the  rule's  dis- 
closure requirements,  the  UFOC's  requirements  are  very  similar,  and  the  Commis- 
sion, when  it  adopted  the  rule,  announced  that  the  UFOC  is  an  acceptable  mode 
of  rule  compliance.^ 

The  disclosure  requirements  established  during  the  1970's  at  the  State  and  Fed- 
eral levels  were  intended  to  benefit  both  prospective  franchisees  and  franchisors,  by 
helping  investors  distinguish  legitimate  companies  from  scams  designed  simply  to 
separate  eager  investors  from  their  life  savings.  Despite  the  imposition  of  these  dis- 
closure requirements,  franchise  scams  continue  to  persist.  Prospective  franchisees 
now  are  flocking  to  business  opportunity  shows  in  ever-increasing  numbers,  and 
some  have  been  induced  to  invest  in  fraudulent  ventures.  In  recent  months,  the 
Wall  Street  Journal  has  run  articles  describing  the  increasing  problem  of  fraudu- 
lently marketed  vending  machine  business  opportunities,^  and  focusing  on  recent 
Commission  actions  against  franchisors.''  These  articles  report  that  a  rise  in  vending 
scams  and  fraudulent  franchise  systems  has  wiped  out  the  savings  of  inexperienced 
investors  who  rely  on  the  franchisors  to  provide  guidance  in  exchange  for  hefty  fran- 
chise fees.  Information  gathered  in  the  course  of  investigation  and  discovery  in  Com- 
mission cases  tends  to  confirm  that  many  victims  of  unscrupulous  franchisors  are 
laid-off  managers  pinning  their  hopes  on  joining  someone  else's  operation,  or  people 
seeking  to  provide  for  a  child's  college  education  or  their  own  retirement.  The  fraud 
and  deception  practiced  upon  them  can  deplete  their  life  savings,  and  sometimes  de- 
stroys families  in  the  process.  The  Commission  is  responding  to  these  troubling  de- 
velopments by  bringing  Franchise  Rule  enforcement  actions  against  fraudulent  busi- 
ness opportunity  sellers  and  franchisors  in  greater  numbers  than  ever  before. 

The  Commission  has  significantly  increased  its  Franchise  Rule  enforcement  dur- 
ing the  past  5  years.  Since  January  1,  1989,  the  Commission  has  brought  42  fran- 
chise and  business  opportunity  enforcement  cases.  That  is  nearly  double  the  number 
(22)  that  the  Commission  brought  in  the  previous  10  years.  In  total,  since  the  rule 
took  effect  in  1978,  the  Commission  has  brought  64  cases  alleging  violations  of  the 
Franchise  Rule.  We  have  obtained  consent  decrees  and  judgments  that  provide  in 
the  aggregate  for  more  than  $4  million  in  civil  penalties  for  rule  violations,  and  al- 
most $41  million  in  consumer  redress.  Vigorous  enforcement  of  the  Franchise  Rule 
continues  to  be  a  high  priority  for  the  Commission. 

The  Commission's  top  Franchise  Rule  enforcement  priority  is  bringing  cases  in- 
volving fraud  and  misrepresentation  in  the  sale  of  business  opportunities  and  fran- 


3  15  U.S.C.  section  45. 

*The  Rule  defines  the  term  "franchise"  to  include  two  forms  of  business  relationships:  "pack- 
age and  product"  franchises,  which  involve  arrangements  where  the  franchisor  maintains  sig- 
nificant control  over  the  business  format  or  provides  continuing  operating  assistance,  and  "busi- 
ness opportunity"  ventures,  which  involve  arrangements  where  the  franchisor  provides  only  out- 
let or  location  assistance.  16  C.F.R.  sections  436.2(a)(l)(i)  and  (ii). 

543  Fed.  Reg.  59614,  59722  (1978)  and  44  Fed.  Reg.  49966,  49970  (1979). 

« Wall  Street  Journal,  July  1,  1994,  at  B-1. 

''Wall  Street  Journal,  May  16,  1994,  at  A-1,  and  March  15,  1994,  at  B-2. 


chises,  because  presale  fraud  and  misrepresentation  continue  to  cause  the  greatest 
economic  injury  to  investors.  Several  lawsuits  filed  by  the  Commission  in  the  past 
year  illustrate  the  enforcement  priority  given  to  these  types  of  cases. 

In  January  1994,  the  Commission  obtained  a  stipulated  court  order  that  perma- 
nently bans  Claude  A.  Blanc,  Jr.,  from  future  involvement  in  vending  machine  busi- 
ness opportunities. 8  Mr.  Blanc,  a  fraudulent  business  opportunity  marketer  who  be- 
came familiar  to  law  enforcers  during  the  late  1970's,  allegedly  picked  up  where  he 
had  left  off  as  soon  as  he  got  out  of  prison  in  the  late  1980's.  The  Commission's  com- 
plaint alleged  that,  through  a  variety  of  false  representations  about  earnings  and 
assistance,  Mr.  Blanc  and  five  other  individuals  induced  hundreds  of  consumers  na- 
tionwide to  invest  thousands  of  dollars  each  in  two  vending  machine  business  oppor- 
tunities. The  complaint  specifically  alleged  that  the  defendants  advertised  earnings 
of  $300  to  $500  a  week,  an  amount  which  few,  if  any,  investors  achieved,  and  that 
the  defendants  in  numerous  instances  delivered  machines  without  providing  inves- 
tors the  location  assistance  or  medical  insurance  that  had  been  promised.  Under  the 
stipulated  order,  Mr.  Blanc  transferred  $300,000  in  frozen  assets  from  the  two  busi- 
ness opportunities  named  as  defendants  into  an  escrow  account  for  redress  to  vic- 
tims. 

In  March  1994,  the  Commission  obtained  a  temporary  restraining  order  halting 
another  allegedly  deceptive  vending  machine  business  opportunity  scheme  involving 
at  least  30  corporations  and  16  individuals,  allegedly  masterminded  by  an  individ- 
ual named  Marvin  Wolf.^  Mr.  Wolf  and  the  other  defendants,  including  several  of 
his  family  members,  allegedly  used  a  variety  of  illegal  tactics,  including  phony  ref- 
erences and  false  promises  about  the  potential  earnings  and  success  of  the  business 
opportunity,  to  induce  thousands  of  consumers  nationwide  each  to  invest  tens  of 
thousands  of  dollars  in  the  franchises.  The  court's  temporary  restraining  order 
placed  the  corporations  under  the  control  of  a  receiver  and  froze  the  defendants'  as- 
sets to  preserve  funds  for  consumer  redress.  This  case  is  still  in  litigation. 

In  April  1994,  the  Commission  prevailed  in  an  action  against  Jordan  Ashley,  Inc. 
and  related  companies.  i°  Within  a  period  of  only  5  months,  the  Commission  filed 
this  case,  obtained  a  temporary  restraining  order  appointing  a  receiver  and  freezing 
defendants'  assets,  and  took  the  case  to  trial.  The  Jordan  Ashley  case  involved  a 
nationwide  scheme  to  sell  greeting  card  display-rack  business  opportunities  through 
a  variety  of  fraudulent  misrepresentations.  The  court  found  that  the  defendants  had 
misrepresented  earnings  potential  and  exclusivity  of  territory  and  made  other  false 
material  claims  to  potential  investors.  The  court  also  found  that  the  defendants  had 
violated  the  Franchise  Rule  by  failing  to  provide  required  pre-purchase  information, 
including  the  factual  basis  for  promised  earnings.  The  court  awarded  $9.1  million 
in  consumer  redress  and  banned  the  principal  defendants  from  future  involvement 
in  any  franchise  or  business  venture. 

Although  the  Commission's  enforcement  program  targets  egregious  frauds,  we 
also  vigorously  pursue  cases  against  more  established  franchisors  who  fail  to  comply 
with  the  Franchise  Rule.  Merely  providing  investors  with  a  disclosure  document  will 
not  shield  a  franchisor  from  investigation  and  possible  enforcement  action,  espe- 
cially where  the  document  is  defective  in  fundamental  ways  or  the  franchisor  sup- 
plements it  with  fraudulent  statements  to  potential  buyers.  We  have  filed  several 
actions  recently  against  "mature"  franchisors,  to  bring  them  into  full  compliance 
with  the  Franchise  Rule's  disclosure  requirements. 

In  June  1993,  the  Commission  filed  an  action  against  Minuteman  Press  Inter- 
national, Inc.,  a  seller  of  printing  service  franchises,  its  wholly-owned  subsidiary, 
Speedy  Sign-A-Rama  USA,  Inc.,  a  corporation  that  sells  retail  sign  franchises,  and 
two  ofTicers  of  these  corporations.  ^^  The  Commission's  complaint  alleged  that  the  de- 
fendants misrepresented  to  prospective  buyers  the  earnings  potential  of  the  two 
franchises,  failed  to  disclose  that  they  would  impose  transfer  fees  (ranging  from 
$9,500  to  $11,500)  on  franchisees  who  sold  or  assigned  their  franchises,  and  made 
earnings  claims  without  providing  prospective  buyers  with  the  earnings  claim  docu- 
ment required  by  the  Franchise  Rule.  This  litigation  is  continuing. 

In  May  1993,  the  Commission  obtained  consent  orders  against  two  established 
franchisors:  Snelling  and  Snelling,  Inc.,  a  franchisor  of  personnel  services, '^  and 


8F.T.C.  V.  Claude  A.  Blanc.  Jr.,  No.  2:92-CV-129-WCO  (N.D.  Ga.  filed  January  24.  1994). 
ep.T.C.  V.  Marvin  Wolf.  No.  94-8119  CIV-Ferguson  (S.D.  Fla.  filed  March  2,  1994). 
loPT.C.  V.  Jordan  Ashley.  Inc..  No.  93-2257-CIV-Nesbitt  (S.D.  Fla.  April  5.  1994). 
"F.T.C.  V.  Minuteman  Press  International.  Inc.,  No.  CV  93  2496  (E.D.N.Y.  filed  June  4. 
1993  ) 

"F.T.C.  V.  Snelling  and  Snelling.  Inc     No.  3-93  CV0921-G  (N.D.  Tex.  filed  May  12.  1993). 
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Gingiss  International,  Inc.,  a  franchisor  of  formal  wear  shops. ^^  Snelling  allegedly 
violated  the  Franchise  Rule  by  making  earnings  claims  to  prospective  franchisees 
without  providing  the  required  earnings  claim  document.  The  Commission's  settle- 
ment with  Snelling  prohibits  future  rule  violations  and  requires  Snelling  to  pay 
$100,000  in  consumer  redress,  which  the  Commission  has  distributed  to  those 
franchisees  who  had  received  the  unlawful  earnings  claims.  Gingiss  allegedly  mis- 
represented the  earnings  capacity  of  franchised  stores  to  potential  buyers,  in  viola- 
tion of  the  Franchise  Rule.  The  Gingiss  consent  order  prohibits  future  rule  viola- 
tions and  requires  a  payment  of  a  $25,000  civil  penalty. 

In  March  1994,  the  Department  of  Justice,  on  the  Commission's  behalf,  filed  a 
complaint  against  J.C.  Pro  Wear,  Inc.,  a  seller  of  sports-apparel  outlets,  charging 
that  from  at  least  1986  until  August  1992,  the  defendants  failed  to  provide  prospec- 
tive franchisees  with  the  basic  disclosure  document  required  by  the  rule.!"*  The  com- 
plaint further  alleges  that,  since  August  1992,  the  defendants  have  provided  pro- 
spective franchisees  with  a  disclosure  document  that  does  not  comply  with  the  rule, 
and  have  made  unsubstantiated  earnings  claims  and  false  claims  that  J.C.  Pro 
Wear  "adheres  to"  Commission  requirements.  The  Department  of  Justice  continues 
to  litigate  this  case  on  behalf  of  the  Commission. 

Also  in  March  1994,  the  Commission  obtained  a  consent  order  against  Coverall 
North  America,  Inc.,  a  seller  of  commercial  janitorial  franchises. ^'^  The  Commission's 
complaint  alleged  that  Coverall  sold  its  franchises  in  various  packages  based  on 
promised  gross  yearly  income  from  cleaning  accounts  that  Coverall  would  provide. 
However,  Coverall  allegedly  never  provided  potential  buyers  with  a  document  sub- 
stantiating such  earnings  claims,  as  required  by  the  Franchise  Rule.  Coverall  also 
allegedly  violated  the  rule  by  failing  to  provide  required  information  about  the  com- 
pany's franchises  in  its  basic  disclosure  document,  and  by  failing  to  provide  that 
document  within  the  time  frame  mandated  by  the  rule.  Under  the  consent  order. 
Coverall  agreed  to  pay  a  $100,000  civil  penalty. 

In  May  1994,  the  Commission  filed  an  action  against  Salsa's  Franchise  Develop- 
ment Corporation  and  several  related  companies,  including  Pizza  Chef  and  Blazers 
All  American  Barbecue,  in  connection  with  numerous  franchises  it  was  offeririg.^^ 
The  complaint  alleged  that  certain  of  these  defendants  violated  section  5  of  the  FTC 
Act  by  failing  to  refund  franchise  fees  as  promised,  and  that  all  of  them  violated 
section  5  by  making  false  earnings  claims  and  false  claims  about  setup  costs.  The 
complaint  also  alleged  that  the  defendants  violated  the  Franchise  Rule  by  providing 
a  significantly  incomplete  disclosure  document,  and  by  making  earnings  claims 
without  substantiation  and  without  providing  the  required  earnings  claim  disclo- 
sure. After  the  court  entered  an  ex  parte  temporary  restraining  order  and  asset 
freeze,  the  defendants  agreed  to  entry  of  a  stipulated  preliminary  injunction,  which 
prohibits  them  from  engaging  in  the  alleged  rule  violations,  and  from  making  the 
misrepresentations  alleged  in  the  complaint.  The  litigation  is  continuing  at  this 
time.  These  cases  illustrate  that  the  Commission  will  react  forcefully  if  well-known 
franchisors  stray  from  the  path  of  full  and  accurate  disclosure. 

Notwithstanding  these  efforts,  certain  franchisors  continue  to  violate  the  law  after 
they  are  placed  under  order.  Two  recent  actions  filed  by  the  Department  of  Justice 
on  behalf  of  the  Commission  illustrate  the  Commission's  efforts  to  ensure 
franchisors'  permanent  compliance  with  orders  obtained  through  Commission  law 
enforcement  actions. 

In  October  1993,  the  Department  of  Justice,  on  behalf  of  the  Commission,  filed 
a  complaint  against  four  current  and  two  former  officers  of  subsidiaries  of  Success 
Motivation  Institute — a  company  selling  franchises  for  self-improvement  courses, 
tapes  and  other  products — for  allegedly  violating  a  1970  Commission  order.  ^'^  The 
1970  Commission  order  prohibited  the  defendants  from  making  misrepresentations 
about  earnings  potential  or  prospects  for  success,  and  required  them  to  provide  a 
copy  of  the  order  to  each  of  their  salesmen  and  to  disclose  certain  statistical  infor- 
mation to  prospective  franchisees.  In  addition  to  allegedly  violating  the  1970  order, 
the  defendants  also  allegedly  violated  the  Franchise  Rule  by  making  unsubstan- 
tiated earnings  claims  and  failing  to  make  required  disclosures  and  to  provide  dis- 
closures to  prospects  within  the  required  time  frame.  Two  of  the  individual  defend- 
ants have  entered  into  a  settlement  in  which  they  have  agreed  to  a  permanent  ban 
on  selling  similar  business  opportunities  or  products.  The  settlement  also  requires 


"F.T.C.  V.  Gingiss  International,  Inc.,  No.  93-C2755  (N.D.  111.  filed  May  7,  1993). 
1" United  States  v.  J.C.  Pro  Wear,  Inc.,  No.  94-0440  (GT)  (S.D.  Cal.  filed  March  21,  1994). 
isp.T.C.  V.  Coverall  North  America,  Inc.,  No.  94C  1178  (N.D.  111.  filed  March  3,  1994). 
18F.T.C.  V.  Salsa's  Franchise  Development  Corp.,  Civ.  No.  CIV-94-0925-PHXRCB  (D.  Ariz, 
filed  May  11,  1994). 

i' United  States  v.  SMI/USA,  Inc.,  No.  W-93-CA-362  (W.D.  Tex.  filed  Oct.  22,  1993). 
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them  to  pay  $30,000  in  civil  penalties  and  prohibits  them  from  future  violations  of 
the  rule.  Litigation  against  the  remaining  four  individual  defendants  and  Success 
Motivation  Institute  continues.  The  Commission  is  seeking  a  court  order  requiring 
these  defendants  to  pay  consumer  redress  and  civil  penalties  and  prohibiting  them 
from  future  violations  of  the  1970  Commission  order  and  the  rule. 

In  February  1994,  the  Department  of  Justice,  acting  at  the  Commission's  request, 
sued  Anthony  J.  Prall  and  two  of  his  companies  that  market  franchises  for  the  dis- 
tribution of  the  Patriot  5000,  a  coin-operated  breathalyzer,  i*^  The  complaint  charges 
these  defendants  with  criminal  contempt  for  allegedly  continuing  to  make  false 
claims  about  the  breathalyzer,  despite  an  earlier  temporary  restraining  order  ob- 
tained by  the  Commission  enjoining  such  claims.  In  the  underlying  action,  the  Com- 
mission alleged  that  Mr.  Prall  and  his  companies  misrepresented  the  profitability 
of  the  breatnalvzers  and  their  accuracy  in  measuring  intoxication,  and  misrepre- 
sented the  availability  of  an  insurance  discount  to  bars  and  restaurants  with  an  op- 
erating breathalyzer.  The  Commission  has  obtained  a  preliminary  injunction  enjoin- 
ing such  misrepresentations.  At  the  present  time,  the  Department  of  Justice  on  be- 
half of  the  Commission  is  pursuing  criminal  contempt  charges,  and  the  Commission 
continues  to  seek  a  permanent  injunction  against  the  defendants. 

The  Commission's  commitment  to  aggressive  enforcement  of  the  Franchise  Rule 
is  apparent  from  its  recent  enforcement  actions.  But  the  Commission  cannot  do  it 
alone.  One  of  the  Commission's  top  p;  torities  has  been  to  increase  the  cooperation 
between  the  Commission  and  other  lav  enforcement  agencies,  particularly  state  and 
local  law  enforcement.  The  Commission  has  laid  a  strong  foundation  for  joint  law 
enforcement  projects.  In  an  era  when  all  levels  of  government  must  constantly  reas- 
sess expenditures,  strengthening  cooperation  is  critical  to  maximizing  the  impact  of 
scarce  law  enforcement  resources. 

One  of  the  moot  productive  examples  of  recent  Federal-State  cooperation  has  been 
a  joint  program  over  the  past  2  years  by  Commission  staff  and  the  staffs  of  regu- 
latory agencies  in  a  number  of  States  to  'sweep"  franchise  and  business  opportunity 
trade  shows  with  test  shoppers.  During  each  sweep,  staff  of  the  Commission  and 
State  enforcers,  posing  as  prospects  for  purchasing  a  franchise,  checked  for 
franchisors  who  were  making  earnings  claims  on  the  floor  of  the  shows  without  pro- 
viding basic  disclosure  documents  and  earnings  claim  statements.  These  sweeps 
have  enabled  us  to  gather  information  about  the  rule  compliance  of  scores  of 
franchisors  with  a  single  stroke.  With  the  support  and  assistance  of  the  North 
American  Securities  Aoministrators  Association  ("NASAA")  and  the  National  Asso- 
ciation of  Attorneys  General  ("NAAG"),  staff  of  the  Commission  have  visited  17 
trade  shows  in  15  cities.  From  these  efforts,  the  Commission  has  developed  12  non- 
public investigations,  as  well  as  evidence  for  use  in  other  Commission  enforcement 
actions. 

The  staff  of  the  Commission  has  worked  closely  with  NASAA  to  increase  coordina- 
tion of  the  Commission's  Franchise  Rule  enforcement  with  State  securities  officials' 
enforcement  of  their  State  franchise  and  business  opportunity  registration  laws. 
NASAA  and  the  staff  of  the  Commission  consulted  very  closely  in  NASAA's  recent 
revision  of  the  UFOC  disclosure  format,  to  simplify  the  disclosures  and  make  them 
more  "user-friendlv"  for  prospective  franchisees.  We  have  continued  and  expanded 
this  cooperation,  through  bimonthly  telephone  conferences  among  Commission  staff 
and  State  registration  officials  during  wnich  we  share  information  about  franchisee 
complaints,  consumer  education,  franchisor  compliance  with  State  and  Federal  re- 
quirements, and  other  subjects  of  mutual  concern. 

In  addition,  the  Commission  receives  invaluable  support  and  assistance  from 
NASAA  members  during  the  course  of  its  nonpublic  investigations  and  resulting  liti- 
gation against  franchisors.  Because  many  States  have  business  opportunity  or  fran- 
chise laws  that  require  registration  of  franchisors  or  prior  approval  of  disclosure 
documents,  coordination  of  Federal  and  State  efforts  can  lead  to  better  overall  en- 
forcement. For  example,  in  the  Salsa's  case  discussed  earlier,  regulators  in  Indiana, 
Maryland,  Washington,  Wisconsin  and  many  other  States  where  the  defendants  had 
attempted  to  register  and  sell  their  franchises  provided  the  Commission  with  critical 
information  on  the  defendants'  practices,  the  alleged  defects  in  their  disclosure  docu- 
ments, and  franchisee  complaints.  The  Commission  recognizes  and  applauds  this 
key  role  that  NASAA  members  play  in  the  success  of  its  enforcement  efforts. 

The  Commission  and  NAAG  also  continue  to  work  closely  to  harmonize  Franchise 
Rule  enforcement.  The  Commission  and  NAAG  have  published  a  joint  rule  enforce- 
ment handbook  that  discusses  methods  of  Federal-State  cooperation  in  enforcing 
five  Commission  trade  regulation  rules,  including  the  Franchise  Rule.  This  type  of 


'8 United  States  v   Patriot  Alcohol  Tester?    Inc.,  No   91-11812H  (D.  Mass.  filed  February  22, 
1994). 
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cooperation  is  essential  for  effective  rule  enforcement  in  an  era  of  restricted  re- 
sources. 

The  staff  of  the  Commission  works  not  only  with  its  counterparts  at  the  State 
level  through  NASAA  and  NAAG,  but  also  with  local  law  enforcement  officials.  For 
example,  in  June  1993,  the  Commission  filed  a  lawsuit  against  six  individuals,  all 
of  whom  used  aliases,  who  were  allegedly  selling  franchises  in  violation  of  the  Fran- 
chise Rule  through  20  corporations.  ^^  In  this  lawsuit,  as  in  the  Jordan  Ashley  and 
Marvin  Wolf  cases  already  mentioned,  local  (as  well  as  State)  authorities  provided 
staff  of  the  Commission  with  substantial  assistance  in  identifying  all  of  the  compa- 
nies and  individuals  and  deciphering  the  full  scope  of  the  schemes.  We  expect  this 
type  of  close  cooperation  to  continue  in  the  future. 

Along  with  these  enforcement  efforts,  the  Commission  has  made  modifications  in 
Franchise  Rule  requirements.  In  July  1992,  NASAA  revised  the  UFOC  format  dis- 
closure requirements. 2°  As  I  mentioned  before,  the  staff  of  the  Commission  worked 
closely  with  NASAA's  revision  committee  to  reduce  the  UFOC's  complexity  and 
make  it  more  comprehensible  to  potential  franchisees.  These  revisions  include  sig- 
nificant changes  and  additions  to  the  present  guidelines,  most  notably  mandating 
the  use  of  "plain  English",  information  tables,  and  cross-references  to  (rather  than 
extensive  quotations  from)  the  accompanying  franchise  agreement.  The  Commission 
determined  that  the  NASAA  revisions  to  the  UFOC  guidelines,  viewed  as  a  whole, 
call  for  disclosures  that  afford  prospective  franchisees  protection  equal  to,  or  greater 
than  the  rule-mandated  disclosures.  Accordingly,  as  of  January  1,  1994,  the  Com- 
mission authorized  the  use  of  the  revised  UFOC  format  in  lieu  of  the  disclosures 
required  by  the  rule.^i 

The  Commission  also  has  considered  possible  amendments  to  the  Franchise  Rule 
itself  Over  the  past  several  years,  the  Commission  solicited  public  comment  on 
whether  or  not  it  should  initiate  a  rulemaking  proceeding  to  amend  the  earnings 
claim  provisions  of  the  Franchise  Rule.^^  Comments  and  other  information  received 
indicated  that  changing  the  rule  to  streamline  earnings  claim  substantiation  re- 
quirements would  not  be  likely  to  increase  the  level  of  reliable  earnings  information 
available  to  franchisees.  Therefore,  the  Commission  decided  not  to  initiate  a  rule- 
making to  amend  the  earnings  claim  provisions  of  the  Franchise  Rule.^^ 

In  the  future,  the  Commission  will  continue  its  Franchise  Rule  enforcement  ef- 
forts, seeking  to  combat  both  blatant  fraud  and  misrepresentation  in  the  marketing 
of  franchises  and  business  opportunities  to  prospective  investors  and  defective  com- 
pliance with  the  rule's  disclosure  requirements  by  more  established  franchisors.  In 
addition,  the  staff  of  the  Commission  is  engaged  in  nonpublic  investigations  involv- 
ing franchisor  conduct  after  the  franchise  sale,  to  determine  whether  it  may  be  un- 
fair or  deceptive  in  violation  of  section  5. 

The  Commission  will  continue  to  place  a  high  priority  on  Franchise  Rule  enforce- 
ment. The  Commission  will  use  its  entire  range  of  remedies  to  address  rule  and  sec- 
tion 5  violations:  temporary  restraining  orders  accompanied  by  ex  parte  freezes  of 
corporate  and  personal  assets  in  appropriate  cases;  preliminary  and  permanent  in- 
junctive relief;  monetary  and  other  redress  for  injured  investors;  civil  penalties;  and 
permanent  bans  where  appropriate.  The  commission  is  committed  to  maintaining  an 
enforcement  presence  that  provides  incentives  for  voluntary  compliance  and  dis- 
incentives for  nile  and  section  5  violations.  The  Commission  has  made  important 
strides  by  bringing  cases  that  provide  clear  guidance  for  the  industry  and  maximize 
recovery  for  injured  investors. 

Thank  you  for  the  opportunity  to  appear  today  and  report  on  Commission  activi- 
ties in  enforcing  the  Franchise  Rule.  I  am  pleased  to  respond  to  any  questions  the 
subcommittee  may  ask. 

Ms.  Lambert.  Mr.  Maxey,  Steve  Maxey. 

STATEMENT  OF  STEVE  MAXEY 

Mr.  Maxey.  Thank  you,  Madam  Chairwoman  and  members  of 
the  subcommittee,  good  morning.  I  am  Steve  Maxey  and  I  am  ap- 
pearing here  today  on  behalf  of  the  North  American  Securities  Ad- 


lep.T.C.  V.  William  O'Rourke,  Civ.  No.  93-6511  (S.D.  Fla.  filed  June  21,  1993). 

20 Bus.  Fran.  Guide  (CCH)  No.  150,  Part  II  (July  22,  1992). 

2158  Fed.  Reg.  69224  (1993). 

2254  Fed.  Reg.  7041  (1989),  54  Fed.  Reg.  39000  (1989)  and  56  Fed.  Reg.  5783  (1991). 

23  58  Fed.  Reg.  69223  (1993). 
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ministrators  Association  (NASAA),  which  is  an  organization  of  50 
State,  security  State  agencies. 

I  appreciate  the  opportunity  to  appear  here  today,  and  I  would 
like  to  begin  by  commending  you  for  taking  this  important  explo- 
ration of  franchise-related  issues.  Today,  franchising  occupies  an 
increasing  promise  in  our  economy  and  affects  the  well-being  of 
more  and  more  individuals. 

Oversight  of  franchise  offerings  is  an  important  consumer  protec- 
tion for  hundreds  of  thousands  of  existing  and  potential  franchisees 
and  requires  the  close  attention  of  both  Federal  and  State  govern- 
ments. NASAA  welcomes  the  interest  in  this  area,  and  we  look  for- 
ward to  working  with  you  and  your  staffs  on  this  very  important 
issue. 

It  bears  emphasizing  that  the  vast  majority  of  franchisors  are  le- 
gitimate, operators  who  do  not  engage  in  fraudulent  or  abusive 
practices.  They  fully  comply  with  State  and  Federal  regulations 
and  treat  their  franchisees  fairly,  however,  there  is  ample  evidence 
of  franchisors  who  do  not  operate  on  the  up  and  up. 

In  some  instances,  these  franchisors  are  nothing  more  than 
frauds  and  simply  take  the  up-front  fees  and  just  walk  away.  Oth- 
ers engage  in  abusive  or  deceptive  practices  in  which  they  insist 
upon  one-sided  or  unfair  franchise  contracts  or  make  misrepresen- 
tations in  the  sale  of  the  franchise  or  fail  to  live  up  to  their  contrac- 
tual agreements. 

A  major  and  continuing  consumer  problem  concern  in  the 
franchisor  arena  falls  generally  into  two  broad  categories.  The  first 
being  those  problems  that  arise  prior  to  entering  into  a  franchise 
relationship,  particularly  with  respect  to  deception  or  the  impropri- 
ety with  presentation,  solicitation,  or  sale  of  a  franchise  oppor- 
tunity. The  second  being  those  problems  which  rise  within  ongoing 
franchise  relationships,  generally  involving  contract  performance, 
termination,  or  the  renewal  of  a  franchise. 

The  State  franchise  regulation  system  is  rooted  in  the  traditional 
commitment  of  grassroot  officials  to  protect  consumers  whenever 
possible  before  they  part  with  their  hard-earned  money,  in  those 
cases  where  the  money  is  lost  in  a  fraudulent  deal,  to  marshal  the 
enforcement  resources  needed  to  shut  down  the  violator  and  seek 
rescission  and  restitution  if  possible. 

Today,  15  States  have  statutes  which  regulate  the  offering  of 
franchises  for  sale.  Thirteen  of  these  States  operate  under  similar 
or  uniform  statutes  which  require  registration  with  a  State  agency 
and  the  delivery  of  disclosure  documents  to  prospective  franchisees 
prior  to  the  offering  sale  of  a  franchise. 

Key  elements  of  State  franchise  laws  include:  Number  one,  com- 
prehensive disclosure  to  franchisees;  number  two,  civil  and  crimi- 
nal sanctions  for  noncompliance;  and  number  three,  remedial 
rights  to  injured  parties. 

Franchisees  in  registration  States  also  benefit  from  the  private 
right  of  action  granted  under  the  State  law.  The  private  right  of 
action  allows  consumers  to  sue  for  damages  when  they  sustain 
losses  due  to  franchise  law  violations.  Private  remedies  serve  as  a 
necessary  supplement  to  government  regulation  and  enforcement 
efforts  in  providing  a  deterrence  to  abuse  and  fraud. 
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I  would  like  to  take  a  moment  to  talk  about  a  new  major  develop- 
ment in  franchise  regulation,  in  which  the  States,  in  conjunction 
with  the  counterparts  at  the  FTC  and  the  franchisees  and 
franchisors,  completely  overhaul  the  primary  document  used  by 
franchisors  to  comply  with  State  and  Federal  disclosure  laws. 

What  we  have  found  was  that  over  the  years,  the  primary  fran- 
chise disclosure  document,  the  uniform  franchise  offering  circular 
increasingly  was  being  used  by  franchisors  as  a  means  of  advertis- 
ing their  franchise  business  and  hiding  key  facts  about  the  busi- 
ness itself.  Franchisees  complained  that  the  documents  were  dif- 
ficult to  understand,  not  readable,  loaded  with  legal  jargon,  and 
lacking  essential  information  needed  to  make  their  investment  de- 
cision. 

In  an  effort  to  get  franchisors  back  on  the  right  track  of  disclos- 
ing concisely  and  in  a  uniform  manner  the  essential  information  of 
a  franchisee's  needs,  NASAA  developed  a  revised  plain  English  dis- 
closure document,  which  has  been  accepted  by  the  FTC  and  as  such 
will  satisfy  both  Federal  and  State  disclosure  requirements.  As  a 
result,  aspiring  entrepreneurs  now  have  a  much  easier  time  of  re- 
searching potential  franchising. 

Finally,  Madam  Chairwoman,  I  would  like  to  commend  the  FTC 
for  its  efforts  in  the  franchising  area.  Over  the  past  few  years,  the 
States  and  the  FTC  have  laid  a  strong  foundation  for  the  coordi- 
nated regulatory  and  enforcement  projects.  The  hard  working,  dedi- 
cated, and  professional  staff  at  the  FTC  has  accomplished  much 
with  the  extremely  limited  resources  they  had.  They  have  been  cre- 
ative in  finding  ways  to  stretch  those  limited  resources  so  that 
franchisees  are  protected  from  those  unscrupulous  and  abusive  per- 
sons. 

Madam  Chairwoman  and  members  of  the  subcommittee,  NASAA 
applauds  your  interest  in  exploring  whether  we  have  done  all  that 
we  can  to  safeguard  the  interest  of  small  business  persons  in  fran- 
chise arrangements.  Franchising  has  provided  many  entrepreneurs 
with  the  running  start  they  needed  to  achieve  success  in  the  busi- 
ness world,  but  we  must  be  ever  mindful  that  fraudulent  and  abu- 
sive franchisors  can  turn  the  American  dream  into  a  nightmare. 

Thank  you  very  much. 

Ms.  Lambert.  Thank  you,  Mr.  Maxey,  and  for  the  willingness  of 
NASAA  to  work  alongside  the  FTC. 

[The  prepared  statement  of  Steve  Maxey  follows:] 
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STATEMENT  OF  STEVE  MAXEY, 

Division  of  Securities  and  Retail  Franchising 

Virginia  State  Corporation  Commission 

Mr.  Chairman  and  Members  of  the  Subcommittee; 

My  name  is  Steve  Maxey.  I  am  senior  examiner  for  franchise  offerings  in  the  Division  of 
Securities  and  Retail  Franchising  of  the  Virginia  State  Corporation  Commission.  I  also 
serve  as  chair  of  the  Franchise  and  Business  Opportunities  Committee  of  the  North 
American  Securities  Administrators  Association  (NASAA),  on  whose  behalf  I  appear  here 
today.'  In  the  U.S.,  NASAA  is  the  national  organization  of  the  50  state  securities 
agencies  responsible  for  investor  protection  and  the  efficient  functioning  of  the  capital 
markets  at  the  grassroots  level.  I  appreciate  the  opportunity  to  appear  before  you  today. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  you  are  to  be  commended  for 
conducting  this  examination  of  franchise-related  issues  and  the  regulation  of  the  same. 
Today,  franchising  occupies  an  increasing  prominence  in  our  economy  and  affects  the 
financial  well-being  of  more  and  more  individuals.  Oversight  of  franchise  offenngs  is  an 
important  consumer  protection  for  the  hundreds  of  thousands  of  existing  and  potential 
franchisees  and  requires  the  close  attention  of  both  the  federal  and  state  governments. 
This  heanng  serves  as  a  compelling  reminder  that  we  must  continually  evaluate,  update 
and  modernize  our  regulatory  programs  to  keep  pace  with  developments  in  the 
marketplace.  NASAA  welcomes  your  interest  in  this  issue  and  looks  forward  to  working 
with  you  and  your  staffs  on  this  very  important  consumer  protection  issue. 

The  scope  of  today's  heanng  is  broadly  set  out  as  a  general  oversight  hearing  on  the 
activities  of  the  Federal  Trade  Commission  (FTC)  in  the  regulation  of  the  franchising 
industry.  The  comments  of  NASAA  will  focus  generally  on  issues  concerning  state  and 
federal  regulatory  programs  and  cooperative  efforts  between  the  two. 

THE  ROLE  OF  FRANCHISING  IN  TODAY'S  ECONOMY 

Many  will  remember  the  decade  of  the  '80s  for  its  focus  on  big  business:  Headlines 
championed  Wall  Street  dealmakers  who  forged  multi-billion  dollar  takeovers  and 
leveraged  buyouts;  news  accounts  followed  the  ups  and  downs  of  high-flying  speculators 
such  as  Michael  Milken  and  Ivan  Boesky;  and  much  was  made  of  the  sophisticated 
trading  techniques  of  institutional  investors  who  moved  hundreds  of  millions  of  dollars  at 
the  push  of  a  computer  button.  What  many  may  have  missed,  however,  was  that  an 
equally  dramatic  -  though  much  less  celebrated  -  transformation  was  taking  place  in  the 
way  business  on  Mam  Street  is  conducted.  In  fact,  it  was  during  the  last  decade  that 
franchising  emerged  as  one  of  the  most  significant  forces  in  the  nation's  economy. 


The  views  expressed  in  this  testimony  are  those  of  the  North  American  Securities  Administrators 
Association  and  may  not  necessanly  reflect  the  views  of  the  Virginia  State  Corporation  Commission 
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According  to  a  report  sponsored  by  the  Small  Business  Administration  (SBA),^  there  are 
now  more  than  500,000  franchise  outlets  employing  more  than  seven  million  workers 
nationwide.  Annual  sales  through  franchises  grew  by  a  total  of  $528.7  billion  between 
1975  and  1990,  from  $185.8  billion  to  $714.5  billion.  And,  franchise  operations  now 
account  for  35  percent  of  the  country's  total  retail  sales,  according  to  the  International 
Franchise  Association.^  The  explosion  in  franchising  is  expected  to  continue  for  the 
balance  of  this  decade  and  in  to  the  next  century.  One  franchising  consultant  predicted 
that  the  number  of  franchise  parent  companies  will  triple  during  the  1990s,  from  3,000  to 
9,000.'*  By  the  year  2000,  franchising  is  expected  to  account  for  fully  half  of  all  retail 
sales  and,  observes  Times  magazine,  "will  be  the  primary  method  of  doing  business  in 
America."^ 

This  dramatic  increase  in  franchising  activity  has  been  attributed  to  a  rising  sense  of 
entrepreneurism  among  key  groups  within  the  population,  together  with  increasing  limits 
on  the  ability  of  companies  to  expand  by  more  traditional  means.  Fewer  opportunities  for 
advancement  in  the  corporate  world  has  prompted  growing  numbers  of  women, 
minorities,  and  early  retirees  to  seek  franchise  and  other  business  opportunities.  A 
number  of  franchise  consultants  have  noted  that  the  wave  of  corporate  downsizing  that 
has  led  to  thousands  of  layoffs  and  early  retirements  for  middle  managers  has  helped  to 
feed  a  steady  rise  in  the  number  of  franchise  businesses.^  Also  contributing  to  the  rise 
of  franchising  is  the  growing  number  of  women  with  children  at  home  who  have  found 
that  the  traditional  workplace  may  be  ill-suited  to  their  needs  for  flexible  working  hours 
that  allow  them  to  be  home  with  their  children  when  necessary.  As  a  result,  some  women 
with  children  have  turned  to  franchising  as  a  way  to  satisfy  the  twin  concerns  of  child- 
rearing  and  employment.'' 

Why  is  franchising  such  a  viable  option  for  displaced  executives,  working  mothers  and 
others  in  similar  situations?   Buying  a  franchise  appeals  to  many  people  because  it  is 


'  James  Trutko,  John  Trutko  and  Andrew  Kostecka,  Franchising's  Growing  Role  in  the  U.S.  Economy. 
1975-2000.  March  1993,  submitted  to  The  Office  of  Chief  Counsel  for  Advocacy,  U.S.  Small  Business 
Administration,  Contract  No.  SBA-6643-OA-91.  The  figures  cited  here  reflect  the  growth  of  franchising  only 
through  1990.    As  a  result,  some  of  the  numbers  may  be  slightly  below  more  current  figures. 

'  ,  "Welcome  to  the  Happy-Camper  World  of  Franchising,  AdWeek,  February  10,  1992,  p.  11. 

"  Mark  Robichaux,  "Franchise  Firms  Get  Good  News  on  the  '90s, "  The  Wall  Street  Journal,  February  23, 
1990. 

^ "We  Do  It  All  For  You,"  Time.  July  16,  1990,  pp  42-44. 

^  Mary  Rowland,  "Buying  Your  Own  Franchise."  The  New  York  Times.  March  10,  1991,  p.  F14. 

'  Suzanne  Alexander,  'More  Working  Mothers  Opt  for  Flexibility  Of  Operating  a  Franchise  From  Home, " 
The  Wall  Street  Journal.  January  31,  1991,  p.  B1. 
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an  opportunity  to  the  be  the  "boss"  --  with,  at  least  in  theory,  many  built-in  safeguards 
against  failure.  In  other  words,  buying  into  a  franchise  is  seen  as  an  opportunity  to  be 
independent  -  but  not  too  independent.  The  franchisee  supplies  the  start-up  investment 
and  the  day-to-day  hard  work  to  make  the  enterpnse  a  success,  while  the  franchisor 
supplies  the  training,  advertising,  brand  name  and  image.  It  is  not  the  same  as  starting 
a  business  from  scratch;  franchising  can  provide  distinct  advantages  that  help  individuals 
to  succeed  in  the  business  world.  Additionally,  for  the  retired  or  laid-off  workers  who 
have  left  their  jobs  with  a  severance  package  or  retirement  benefits  pay-out,  buying  into 
a  franchise  may  be  very  affordable. 

If,  as  some  have  predicted,  corporate  downsizing  and  consolidation  continues,  it  is 
expected  that  thousands  of  former  corporate  executives  will  look  to  franchising  as  a  way 
to  get  into  business  for  themselves.  The  dramatic  growth  of  franchising  is  an  eloquent 
statement  of  its  role  in  the  U.S.  economy.  It  has  provided  many  entrepreneurs  with  the 
running  start  they  needed  to  achieve  success  in  the  business  world.  While  most 
franchises  are  legitimate  investment  opportunities,  fraudulent  and  abusive  operators  have 
too  often  preyed  on  unwary  would-be  entrepreneurs.  Today,  a  growing  number  of 
individuals  may  be  making  a  decision  to  invest  in  a  franchise  during  a  penod  of  intense 
personal  crisis  -  when  they  have  lost  their  job  or  have  been  forced  into  early  retirement 
-  and,  as  a  result,  may  be  particularly  vulnerable  to  unscrupulous  operators  who  are 
quick  to  exploit  such  weaknesses.  And,  a  franchise  gone  bad  is  a  particularly  cruel  way 
to  lose  money.  That  is  because  the  individuals  do  not  just  lose  the  funds  they  have  put 
in  to  the  enterprise;  they  also  have  invested  a  great  deal  of  hard  work,  their  pride  and 
their  dreams  of  building  their  own  business.    As  one  FTC  official  so  aptly  put  it:^ 

Each  franchise  complaint  the  Commission  receives  reflects  a  real  personal 
tragedy,  and  often  a  family  tragedy.  It's  unfortunate  that  investors  don't 
have  a  chance  to  read  these  complaints  before  they  buy.  They  would  see 
stories  of  elderly  couples  whose  retirement  savings  were  wiped  out  by  a 
fraudulent  opportunity,  of  hardworking  families  who  lost  their  homes  as  a 
result  of  a  failed  venture,  and  of  broken  health,  spirits  and  marriages  from 
the  stress  of  bankruptcy  or  the  strain  of  repaying  large  loans  used  to 
finance  a  lost  business.  And  all  this  typically  comes  after  they  have  spent 
months  of  hard  work  desperately  trying  to  make  a  viable  reality  of  their 
dream  of  owning  their  own  business. 

It  bears  emphasizing  that  the  vast  majority  of  franchisors  are  legitimate  operators  who  do 
not  engage  in  fraudulent  or  abusive  practices.  These  franchisors  comply  fully  with  state 
and  federal  regulations  and  treat  their  franchisees  fairly.    However,  there  is  ample 


'  Prepared  Statement  of  the  Federal  Trade  Commission,  presented  by  Barry  J.  Cutler,  Director,  Bureau 
of  Consumer  Protection,  before  tfie  Committee  on  Small  Business,  US  House  of  Representatives,  IVtarch 
20,  1991,  p.  13. 
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evidence  of  franchisors  who  do  not  operate  on  the  up-and-up.  In  some  instances,  these 
franchisors  are  nothing  more  than  frauds  and  simply  take  the  up-front  fees  and  walk 
away.  Others  may  engage  in  abusive  or  deceptive  practices,  in  which  they  insist  on 
excessively  one-sided  and  unfair  franchise  contracts,  make  misrepresentations  in  the  sale 
of  the  franchise  or  fail  to  live  up  to  the  terms  of  the  franchise  contract  once  it  is  agreed 
upon. 

FRAUD  AND  ABUSE  IN  FRANCHISING 

The  broad  state  regulatory  experience  generally  cautions  that  fraud  and  abuse  usually 
follows  closely  on  the  heels  of  an  industry  that  is  undergoing  explosive  growth  and 
enjoying  substantial  public  interest.  The  franchising  industry  has  proven  to  be  no 
exception  to  this  rule.  It  has  been  said  that,  for  every  headline  grabbing  story  about 
someone  made  a  millionaire  by  a  McDonald's,  Wendy's  or  some  other  franchisor,  there 
are  quieter  stories  about  unknown  persons  who  have  been  made  poor  as  a  result  of  the 
franchise  experience. 

The  business  of  franchising  is  surrounded  by  a  grand  myth,  a  myth  given  life  by  the 
success  stories  of  franchising.  Buy  a  franchise  -  buy  someone  else's  idea,  expertise  and 
support  --  and  you  buy  success,  or  so  the  myth  goes.  But  the  reality  can  be  much 
starker,  particularly  for  those  who  buy  a  new  franchise.  In  fact,  it  was  the  many  and 
serious  problems  that  arose  in  connection  with  the  offer  and  sale  of  franchises  during  the 
1960s  and  1970s  that  spurred  first  the  states  and  later  the  federal  government  to  move 
in  to  protect  consumers  from  promoters  of  fraudulent  or  abusive  schemes. 

The  most  senous  and  widespread  abuses  in  franchising  during  this  time  were  found  to 
involve  actions  or  misrepresentations  occurring  prior  to  the  initiation  of  franchise 
agreements.  In  numerous  proceedings  and  investigations  during  the  1970s,  the  Federal 
Trade  Commission  documented  complaints  of  fraud  or  misrepresentation  against  more 
than  170  franchisors  filling  some  5,700  pages  in  ten  volumes  of  public  records.  Based 
on  this  data,  the  Commission  concluded  that  there  had  been  "widespread  evidence  of 
deceptive  and  unfair  practices"  in  franchise  solicitation  and  sales.  The  most  common 
abuses  were  found  to  involve  misrepresentation  or  failure  to  disclosure  matenal  facts 
relevant  to  the  true  nature  or  value  of  a  franchise,  and  the  use  of  unsubstantiated 
earnings  claims  or  deceptive  earnings  representations.  Such  abuses  had  occurred,  the 
FTC  concluded,  due  to  the  "informational  imbalance"  that  existed  between  franchisors  and 
potential  franchisees.' 


43  FED.  Reg.  59627,  1978. 
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FRANCHISE  REGULATION:  AN  OVERVIEW 

To  the  extent  that  fraud  and  abuse  in  the  franchise  arena  has  diminished  over  the  last 
several  years,  such  improvement  largely  is  attributable  to  the  combined  efforts  of  state 
and  federal  authorities.  The  August  1990  staff  report  of  the  Small  Business  Committee 
identified  two  major  and  continuing  consumer  protection  concerns  in  the  franchise 
arena: '° 

o  Problems  which  arise  phor  to  entehng  into  a  franchise  relationship, 
particularly  deception  or  impropriety  in  the  presentation,  solicitation  or  sale 
of  a  franchise  opportunity;  and 

o  Problems  arising  within  ongoing  franchising  relationships,  generally  involving 

contract  performance,  termination  or  renewal  of  franchise  agreements. 

The  state-federal  regulatory  scheme  now  in  place  is  aimed  primarily  at  ensuring  that 
prospective  franchisees  are  provided  with  adequate  and  meaningful  information  with 
which  to  make  their  investment  decisions  and,  in  some  instances,  to  ensure  the  financial 
viability  of  the  franchisors. 

State  Regulation 

Oversight  of  franchising  at  the  state  level  is  based  upon  a  recognition  that  a  regulatory 
program  is  most  effective  when  it  includes  three  key  elements:  prevention,  detection  and 
prosecution.  If  one  or  more  of  these  mam  elements  is  not  fully  incorporated,  the 
regulator/  system  is  incomplete  and  may  be  ineffective.  The  state  franchise  regulation 
system  is  rooted  in  the  traditional  commitment  of  grassroots  officials  to  protect  consumers 
whenever  possible  before  they  part  with  their  money;  and  in  those  cases  where  money 
is  lost  in  a  fraudulent  deal,  to  marshal  the  enforcement  resources  in  an  aggressive 
campaign  to  shut  down  the  violator  and  seek  restitution  if  possible. 

California  adopted  the  first  state  franchise  statute  in  1971.  Today,  15  states"  have 
statutes  that  regulate  the  offering  of  franchises  for  sale.   Thirteen  of  these  states'^ 


'°  Committee  on  Small  Business,  U.S.  House  of  Representatives.  Franchising  In  The  US.  Economy: 
Prospects  and  Problems.  August  1990,  Committee  Print  101-4,  p.  21. 

"  California,  Hawaii,  Illinois,  Indiana.  Maryland,  Michigan,  Minnesota,  New  York,  North  Dakota,  Oregon. 
Rhode  Island.  South  Dakota,  Virginia,  Washington  and  Wisconsin. 

'^  California,  Hawaii.  Illinois.  Indiana.  Maryland.  Minnesota,  New  York,  North  Dakota,  Rhode  Island. 
South  Dakota.  Virginia.  Washington  and  Wisconsin.  In  addition.  Oregon  requires  disclosure  prior  to  the  sale 
of  franchises,  but  does  not  have  a  registration  or  filing  process.  Michigan  requires  disclosure  and  the  filing 
of  a   notice  of  franchise  offering." 
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operate  under  similar  or  uniform  statutes  that  require  registration  with  a  state  agency  and 
delivery  of  disclosure  documents  to  prospective  franchisees  prior  to  an  offer  and  sale  of 
a  franchise.  Registration  laws  are  designed  to  prevent  fraud  in  the  sale  of  the  franchise 
and  disclosure  laws  are  intended  to  provide  each  prospective  franchisee  with  the 
information  necessary  to  make  an  intelligent  decision  regarding  the  franchise  being 
offered.  Further,  state  laws  bar  the  sale  of  franchises  where  such  sales  would  lead  to 
fraud  or  a  likelihood  that  the  franchisor's  promises  would  not  be  fulfilled.  Although  all 
states  do  not  require  registration  of  franchise  offerings,  few  franchisors  sell  in  non- 
registration states  only.  Thus,  reviews  conducted  by  so-called  "registration  states"  have 
improved  the  standard  of  disclosure  generally  in  the  franchise  market. 

Key  elements  of  state  franchise  law  include: 

o  Comprehensive  disclosure  to  franchisees,  ranging  from  the  business  and 
litigation  history  of  the  company  and  its  officers  to  updated  corporate 
financial  figures; 

o  Civil  and  criminal  sanctions  for  noncompliance.  These  sanctions  apply  not 
only  to  failure  to  register  or  disclose  completely  and  accurately  but  also  to 
certain  prohibited  acts  such  as  fraud  and  misrepresentation;  and 

0         Remedial  rights  to  injured  franchisees. 

Compliance  with  state  regulatory  requirements  generally  is  satisfied  by  filing  the  Uniform 
Franchise  Offering  Circular  (UFOC)  and  other  relevant  documents  with  the  approphate 
state  agency.  The  UFOC,  a  disclosure  document  adopted  by  the  states  in  1975  in  a 
move  toward  greater  uniformity,  is  accepted  in  all  the  states  that  require  the  registration 
of  franchises.  The  UFOC  and  accompanying  guidelines  recently  underwent  substantial 
revisions  in  an  effort  to  make  the  document  more  accessible  to  potential  franchisees. 
(For  full  details  on  the  updated  UFOC,  see  the  discussion  beginning  on  page  8  of  this 
statement.) 

State  franchise  laws  satisfy  the  first  component  of  an  effective  regulatory  program  - 
prevention  -  through  the  requirement  that  the  disclosure  documents,  such  as  the  UFOC, 
be  filed  and  reviewed  by  trained  state  personnel.  Through  their  efforts,  state  examiners 
ferret  out  those  proposals  that  are  fraudulent  or  abusive,  and  thereby  protect  state 
consumers  before  they  have  parted  with  their  money. 

The  following  example  illustrates  how  the  state  registration  and  review  process  weeds  out 
blatantly  fraudulent  or  abusive  franchise  offerings.  A  company  wanted  to  market 
franchises  for  the  operation  of  financial  planning  businesses.  The  company  president  had 
previously  been  convicted  of  federal  securities  fraud  and  had  been  the  subject  of  an 
action  by  the  FTC  which  resulted  in  injunctions  enjoining  him  from  a  variety  of  fraudulent. 
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unfair  and  deceptive  practices.  A  member  of  the  company's  board  of  directors  was  the 
defendant  in  a  civil  action  for  fraud  and  misrepresentation.  None  of  this  information  was 
disclosed  in  the  franchise  offering  circular.  Further,  the  company's  financial  statements 
revealed  an  inability  of  the  company  to  fulfill  its  obligations  to  franchisees.  The  franchise 
registration  was  denied  by  the  states  in  which  it  had  applied,  and,  as  a  result,  untold 
numbers  of  potential  franchisees  were  spared  from  losing  their  hard-earned  money. 

The  main  benefit  of  registration  with  a  state  agency,  as  opposed  to  simply  requiring 
disclosure  to  prospective  franchisees,  is  that  it  also  serves  as  an  enforcement  tool  --  it  is 
a  mechanism  for  screening  out  fraudulent  or  abusive  offehngs  before  they  reach  the 
public.  Because  offering  documents  must  be  filed  with  the  state  agency,  states  also  serve 
as  an  important  repository  of  information  for  prospective  franchisees  to  compare 
documents  from  vanous  franchisors.  In  many  instances,  this  information  is  crucial  to  the 
process  undertaken  by  investors  to  evaluate  franchise  deals.  Finally,  an  additional 
important  benefit  of  registration  laws  is  the  authority  granted  to  securities  administrators 
in  these  states  to  require  that  franchise  fees  and  other  funds  paid  by  the  franchisee  be 
held  in  escrow  until  the  franchisor's  obligations  to  the  franchisee  have  been  satisfied. 

The  "detection"  and  "prosecution"  components  of  the  state  franchise  regulatory  system 
form  the  basis  of  enforcement  programs.  State  officials  are  not  satisfied  with  simply 
policing  those  franchisors  who  file  for  registration.  Rather,  state  registration  and 
enforcement  staff  are  uniquely  positioned  at  the  grass-roots  level  to  spot  and  move 
against  fly-by-mght  franchisors  attempting  to  skirt  the  laws  and  rules  governing  the  offer 
and  sale  of  franchises.  State  officials  scrutinize  the  classified  advertisements  in  national 
and  local  newspapers  for  evidence  of  unregistered  franchisors  soliciting  their  state 
residents.  Most  state  officials  similarly  frown  upon  unregistered  franchisors  participating 
in  trade  shows  and  prevent  them  from  offering  franchises  to  state  residents  until  they  have 
satisfied  the  relevant  requirements. 

The  states  have  a  broad  assortment  of  enforcement  tools  available  under  the  franchise 
laws  which  allow  them  to  move  swiftly  and  decisively  against  violators.  States  may  issue 
orders  prohibiting  violations  of  the  law.  as  well  as  orders  denying,  suspending  and 
revoking  registration  and  exemption  of  franchises.  In  addition,  states  have  injunctive  and 
cnminal  referral  authority. 

Finally,  franchisees  in  registration  states  benefit  tremendously  from  the  private  right  of 
action  granted  under  state  law.  A  private  right  of  action  allows  consumers  to  sue  for 
damages  when  they  sustain  losses  due  to  franchise  law  violations.  The  expenence  of 
state  regulators  is  that  private  remedies  serve  as  a  necessary  supplement  to 
governmental  regulation  and  enforcement  efforts  in  providing  a  deterrence  to  abuse. 
Without  private  remedies,  injured  franchisees  can  be  protected  only  through  governmental 
action.  This  in  turn  places  a  greater  premium  and  demand  on  the  already  strained 
resources  of  the  regulatory  agencies  and  frequently  means  that  fewer  injured  franchisees 
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can  be  "made  whole"  than  would  be  the  case  if  a  private  right  of  action  was  explicitly 
authorized  in  the  law. 

The  Role  of  NASAA 

An  important  goal  of  the  North  American  Securities  Administrators  Association  (NASAA) 
is  the  promotion  of  efficient  and  uniform  state  laws,  in  the  franchise  regulation  area,  it  is 
NASAA's  intention  to  move  forward  and  continue  the  serious  efforts  the  Association  has 
undertaken  to  promote  uniformity  of  state  law,  provide  enhanced  training  and  educational 
opportunities  for  state  franchise  personnel,  seek  ever  more  cooperative  relationships  with 
the  Federal  Trade  Commission,  and  solicit  the  advice  and  input  of  franchisors  and 
franchisees. 

Several  years  ago,  NASAA  sponsored  its  first  ever  franchising  training  and  education 
seminar  for  state  personnel.  This  successful  program  provides  an  opportunity  for 
franchise  regulators  across  the  country  to  gather  together  to  discuss  common  problems 
and  solutions.  We  have  continued  the  training  and  education  program  and  expect  that 
it  will  remain  a  staple  in  our  efforts  to  promote  uniformity  among  the  several  states. 

Through  the  ongoing  efforts  of  NASAA  and  its  Franchise  and  Business  Opportunities 
Committee,  there  has  been  a  steady  review  of  the  substance  of  state  franchise  disclosure 
regulations  to  improve  their  utility,  enhance  uniformity,  encourage  new  industry  entrants 
and  simplify  the  legal  requirements  of  compliance.  The  Franchise  Committee  has 
encouraged  the  active  participation  of  its  advisory  members  in  the  work  of  the  Committee, 
which  serves  as  a  forum  in  which  concerns  of  franchisors,  franchisees  and  state  and 
federal  regulators  can  be  raised,  discussed  and  acted  upon. 

Perhaps  the  most  important  NASAA-related  work  product  to  emerge  in  recent  years  is  the 
revised  Uniform  Franchise  Offering  Circular  (UFOC),  which  is  intended  to  simplify  and 
condense  the  information  franchisors  are  required  to  disclose  to  potential  franchisees 
prior  to  a  sale.  The  new  UFOC  paints  a  clear  picture  of  a  franchise  system  --  where  it  has 
been  and  where  it  is  going.  This  NASAA-sponsored  effort  represents  the  most 
comprehensive  and  fundamental  revision  of  the  UFOC  and  the  accompanying  guidelines 
since  their  original  adoption  nearly  20  years  ago. 

The  Revised  Uniform  Offering  Circular  (UFOC^ 

Franchise  offering  circulars  were  first  introduced  in  1971  when  California  became  the  first 
state  to  enact  disclosure  legislation  for  franchise  offerings.  Patterned  after  state  securities 
laws,  the  franchise  law  required  the  registration  of  a  franchise  offehng  before  a  franchise's 
offer  or  sale  in  the  state.  The  law  also  required  the  pre-sale  delivery  to  a  prospective 
franchisee  of  a  disclosure  document  containing  general  information  about  the  franchisor 
and  franchise  offered.   During  the  following  years,  an  additional  14  states  adopted 
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franchise  laws  patterned  on  the  California  statute.  In  response,  the  states  jointly 
developed  the  Uniform  Franchise  Offenng  Circular  (UFOC).  Published  in  1975,  the  UFOC 
provided  detailed  requirements  and  guidelines  for  franchisors  to  comply  with  the  new 
state  disclosure  requirements.  When  the  Federal  Trade  Commission  promulgated  its 
Trade  Regulation  Rule  on  Franchising  and  Business  Opportunity  Ventures'^  in  1979,  the 
Commission  approved  use  of  the  already-existing  state-developed  UFOC  as  a  means  of 
complying  with  federal  disclosure  requirements. 

Since  offering  circulars  were  first  introduced  nearly  25  years  ago  in  California,  franchisors 
became  more  and  more  adept  at  using  the  mandatory  categones  of  disclosure  as 
vehicles  for  either  advertising  or  obfuscating  key  facts  about  their  systems.  Key 
complaints  of  franchisees  with  respect  to  the  mandated  disclosure  documents:  The 
offering  circulars  were  difficult  to  understand,  loaded  with  legal  jargon,  and  lacked 
essential  information.  In  an  effort  to  get  franchisors  back  on  the  track  of  disclosing 
concisely  and  in  an  uniform  manner  the  essential  information  a  franchisee  needs  (as 
opposed  to  what  the  franchisor  wants  to  tell),  NASAA's  Franchise  and  Business 
Opportunities  Committee  began  work  in  November  1990  on  broad  revisions  to  the  UFOC. 

In  the  process  of  revising  the  UFOC,  NASAA  held  public  hearings  and  sought  the  input 
of  franchisees,  franchisors,  attorneys  who  practice  in  the  field,  academics,  and  FTC 
officials.  After  several  years  of  review  and  revisions,  NASAA  approved  the  new  offering 
circular  in  Apnl  1993.  On  July  2,  1993,  NASAA  submitted  the  changes  to  the  FTC  and 
requested  that  the  Commission  accept  the  revised  UFOC  as  satisfaction  of  the  federal 
disclosure  requirements.  NASAA  is  pleased  to  report  that  on  December  21,  1993,  the 
FTC  notified  NASAA  that  the  Commission  had  granted  the  Association's  request  for 
authorization  of  the  use  of  disclosures  prepared  in  accordance  with  the  amended  UFOC 
guidelines  for  compliance  with  the  federal  Franchise  Rule. 

As  a  result,  aspiring  entrepreneurs  now  will  have  a  much  easier  time  of  researching 
potential  franchise  investments.  The  mandated  disclosure  they  receive  will  contain  more 
useful  information  in  a  more  understandable  format.  The  new  guidelines  mandate  that 
all  offenng  circulars  must  be  written  in  plain  English,  avoiding  legal  terms  and  repetitive 
phrases.  Regulators  have  the  authority  to  reject  documents  that  do  not  meet  this  "plain 
English"  standard.  To  help  simplify  the  disclosure,  vanous  information  has  been  reduced 


Trade  Rule  436.  "Disclosure  Requirements  and  Prohibitions  Concerning  Franchising  and  Business 
Opportunities  Ventures"  (16CFR,  Ch.  i.  Part  436).  This  Franchise  Rule  is  intended  to  provide  prospective 
franchisees  with  the  information  necessary  to  make  informed  decisions  by  requiring  franchisors  to  disclose 
detailed  information  relating  to  20  different  aspects  of  the  franchise  offering.  Information  to  be  disclosed 
includes  all  relevant  facts  about  the  identify,  location,  business  experience  and  financial  background  of  the 
franchisor,  detailed  descriptions  of  the  franchise  opportunity,  including  all  initial  and  continuing  fees  and 
payments,  and  an  explanation  of  all  terms,  obligations,  conditions  and  requirements  of  the  franchise 
agreement. 
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to  chart  form.  Among  the  types  of  information  to  be  presented  in  tabular  form  are: 
information  on  fees  other  than  initial  fees;  the  initial  investment;  the  franchisee's 
obligations  with  respect  to  site  selection,  pre-opening  purchases,  training,  insurance,  and 
advertising;  franchise  outlets;  and  renewal,  termination,  transfer,  and  dispute  resolution. 
It  is  expected  that  the  charts  will  present  the  information  more  clearly  and  eliminate  the 
pages  of  verbatim  recitations  of  the  franchise  agreement. 

Additional  highlights  of  the  revised  UFOC: 

o  Initial  investment.  To  give  franchisees  realistic  and  more  detailed 
information  about  the  cost  of  a  new  franchise,  franchisors  must  provide 
franchisees  with  reasonable  forecasts  of  prospective  payments,  not  only  to 
the  franchisor  but  also  to  third  parties,  such  as  vendors. 

o  Background  information  on  the  franchisor,  its  predecessors  and  affiliates. 

The  new  UFOC  guidelines  require  disclosure  about  the  franchisor's  affiliates, 
which  is  defined  to  be  "a  person  other  than  a  natural  person  controlled, 
controlling,  or  under  common  control  with  the  franchisor  which  is  offering 
franchises  in  any  line  of  business  or  is  providing  products  or  services  to 
franchisees  of  the  franchisor. " 

0  Risk  factors.     The  revised   UFOC  requires  franchisors  to  prominently 

disclose  in  boldface  type  on  the  cover  page  of  the  offering  circular  certain 
risk  factors  associated  with  the  franchise.  Among  the  items  to  be  disclosed 
include  the  financial  condition  of  the  franchise,  choice-of-law  clauses  and 
the  like. 

0  Litigation.  The  franchisor  must  disclose  the  litigation  history  of  the 
franchisor's  predecessors  and  affiliates  offering  franchises  under  the 
franchisor's  pnncipal  trademark,  as  well  as  any  litigation  involving  the 
franchisor  and  its  principals  who  are  listed  in  the  offering  circular.  The  only 
litigation  that  can  be  omitted  is  that  which  the  UFOC  defines  as  "ordinary 
routine  litigation  incidental  to  the  business."  Settlements  must  also  be 
disclosed  if  the  franchisor  agrees  to  pay  material  consideration  or  agrees 
to  be  bound  by  obligations  that  are  materially  adverse  to  the  franchisor's 
interests. 

o  Industry-specific  rules  and  regulations.  Franchisors  are  required  to 
disclose,  in  general  terms,  any  laws  or  regulations  specific  to  the  industry 
in  which  the  franchise  business  operates.  This  provision  may  require 
disclosure  of  regulatory  or  licensing  requirements  affecting  specific  kinds  of 
businesses,  such  as  environmental  laws  that  regulate  waste  disposal  at 
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automotive  repair  facilities  or  state  or  local  health  codes  that  govern  food 
Dreoaration  and  handlino. 


preparation  and  handling 


o  Restrictions  on  sources  of  products  and  sen/ices.    Significant  information 

concerning  the  franchisor's  financial  interest  in  the  purchases  or  leases 
made  by  franchisees  must  be  provided.  This  disclosure  must  include  the 
franchisor's  total  revenues,  rebates  and  commissions  received  from  the 
franchisees'  required  purchases,  product  leases  and  services.  Purchasing 
and  distribution  cooperatives  must  be  identified,  along  with  any  benefits  to 
the  franchisee  for  using  the  designated  sources. 

o  Financing  arrangements.  With  respect  to  financing  arrangements  in  which 

the  franchisor  assists  the  franchisee  in  obtaining  financing,  the  new  UFOC 
guidelines  provide  clarification  about  such  arrangements.  An  "indirect  offer 
of  financing "  involving  third  party  lenders  will  require  disclosure  only  when 
it  involves  a  written  agreement  or  an  agreement  or  arrangement  in  which 
the  franchisor  derives  a  benefit.  Copies  of  any  financing  documents  must 
be  attached  to  the  offering  circular  as  exhibits  and  be  referenced  in  the 
narrative. 

It  is  expected  that  the  new,  plain-English  UFOC  and  guidelines  will  provide  prospective 
franchisees  with  more  understandable  disclosure  to  assist  them  in  making  an  informed 
investment  decision.  As  franchisors  and  franchisees  gain  expenence  with  using  the 
revised  UFOC,  new  issues  or  concerns  may  legitimately  crop  up.  As  such,  NASAA  will 
consider  such  issues  as  they  emerge  and  in  consultation  with  franchisors,  franchisees 
and  FTC  officials. 

Federal  Regulation 

The  Federal  Trade  Commission  adopted  its  Franchise  Rule  in  October  1979,  a  full  eight 
years  after  the  first  state  franchise  statute  was  enacted.  The  Franchise  Rule  was  the 
result  of  ten  years  of  proposals,  comment,  and  study  of  alternative  approaches  to  federal 
regulation  of  franchising  activity.  Unlike  most  state  laws,  the  federal  Franchise  Rule  does 
not  require  that  a  franchisor  file  its  disclosure  document  with  the  Commission,  and 
consequently,  there  is  no  federal  review  of  the  disclosure  document  to  determine 
compliance  with  the  Rule's  requirements. 

The  Franchise  Rule  expressly  preserves  state  laws  if  they  are  equal  to  or  more  protective 
than  the  federal  standard.  The  Rule  does  preempt  state  laws  only  to  the  extent  that  they 
are  "inconsistent"  wXh  the  federal  standard.  Note  2  to  the  Rule  provides  that  a  state  law 
or  regulation  is  not  inconsistent  with  the  Rule  "//  tlie  protection  of  sucfi  law  or  regulation 
afforded  any  prospective  franchisee  is  equal  to  or  greater  thian  tfiat  provided  by"  the 
Rule.    State  requirements  that  provide  equal  or  greater  protection,  and  therefore  are 
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consistent  with  the  Rule,  "include  laws  or  regulations  which  require  the  disclosure  of  more 
complete  information  to  the  franchisee."  Thus,  in  those  states  with  franchise  registration 
or  disclosure  laws,  franchisors  are  required  to  comply  with  both  the  FTC  Rule  and  state 
requirements.  By  expressly  recognizing  the  state's  legitimate  role  in  policing  the  franchise 
arena  through  regulatory  measures  that  are  even  more  protective  of  the  public  than  the 
federal  disclosure  requirements,  the  Commission's  present  franchise  rules  have  forged 
the  framework  for  a  cooperative  and  effective  state-federal  system  of  regulation. 

The  guidelines  to  the  Commission's  Rule  authorize  franchisors  to  comply  with  the  Rule's 
disclosure  requirements  by  using  disclosures  either  in  the  format  prescribed  by  the  Rule 
itself  or  the  UFOC.  As  a  result,  franchisors  doing  business  on  a  nationwide  basis  typically 
prepare  their  disclosure  documents  using  the  state-developed  UFOC  format. 

In  contrast  with  the  broad  state  enforcement  powers,  the  FTC's  enforcement  authority 
is  limited  to  civil  penalty  actions  and  actions  for  damages  on  behalf  of  franchisees. 
In  recent  years,  the  Commission  has  taken  a  decidedly  more  aggressive  approach  to 
policing  the  franchise  marketplace.  However,  the  efforts  of  the  Commission's 
professional,  dedicated  and  hard-working  staff  to  adequately  oversee  the  franchise 
marketplace  are  hampered  by  severely  limited  resources  and  a  narrowly  constructed 
mandate. 

Finally,  franchisees  are  disadvantaged  at  the  federal  level  by  the  absence  of  a  legal  right 
of  action  for  franchisees  or  potential  investors  to  sue  for  damages  caused  by  violations 
of  the  Franchise  Rule.  The  FTC  has  recognized  that  the  private  right  of  action  is  essential 
for  effective  enforcement  and  deterrence,  but  it  has  been  consistently  denied  under  the 
Rule  by  the  federal  courts. 

State-Federal  Cooperation 

In  adopting  the  Franchise  Rule,  the  Federal  Trade  Commission  explicitly  endorsed  a 
shared  system  of  state-federal  regulation  of  franchising.  The  state  role  in  overseeing  the 
burgeoning  franchise  marketplace  is  critical  to  the  continued  protection  of  consumers 
from  fraudulent  and  abusive  franchise  promoters.  Given  its  limited  resources,  the  FTC 
is  severely  restricted  in  its  ability  to  investigate  and  prosecute  Franchise  Rule  violations 
and,  as  is  understandable,  has  tended  to  concentrate  its  efforts  on  cases  where 
substantial  losses  or  widespread  fraud  has  been  documented.  As  a  result,  state 
regulatory  agencies  shoulder  the  burden  of  investigating  and  prosecuting  the 
overwhelming  majority  of  franchise  fraud  and  abuse  cases. 

NASAA  IS  pleased  to  report  that,  over  the  past  few  years,  state-federal  relations  have 
greatly  improved.  A  strong  foundation  has  been  laid  for  coordinated  regulatory  and 
enforcement  projects.  For  example,  the  FTC  and  the  states  have  embarked  on  numerous 
joint  projects  targeting  franchise  and  business  opportunity  trade  shows  which  some 
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franchisors  have  used  as  a  forum  in  which  to  entice  investors  with  false  or  inflated 
expectations  about  the  potential  of  a  particular  franchise  system.  The  states  and  the  FTC 
also  have  implemented  a  regular  "conference  call  meeting"  in  which  state  regulatory 
personnel  and  FTC  staff  discuss  vanous  enforcement  targets  and  emerging  issues  and 
trends.  These  calls  are  used  to  exchange  and  share  information  and  to  foster 
cooperative  efforts.  In  Apnl  of  this  year,  state  representatives  were  invited  to  conduct  a 
training  session  for  FTC  staff  on  the  requirements  of  the  new  UFOC.  Finally,  federal 
agency  personnel  are  kept  advised  of  meetings  of  state  officials  and  are  invited  to 
participate.  As  a  result,  the  FTC  is  kept  apprised  of  the  new  issues  that  are  emerging  at 
the  grassroots  level  and  are  able  to  offer  advice  and  counsel  on  how  best  to  address 
such  issues. 

The  era  of  strained  state-federal  relations  officially  was  put  to  rest  in  December  1993, 
when  the  FTC  announced  that  it  had  ended  a  four-year  look  at  whether  the  federal 
government  should  preempt  state  rules  governing  franchisors'  disclosures  to  prospective 
franchisees.  This  proceeding  was  initiated  m  1989,  and  closed  last  year  when  agency 
officials  said  that  they  could  not  justify  preemption  because  they  did  not  see  sufficient 
evidence  of  costly  conflicts  or  inconsistencies  among  various  states'  rules. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  in  an  era  when  government  resources 
are  stretched  thin  with  no  prospect  of  material  improvement,  it  is  critical  that  this  state- 
federal  cooperation  be  continued,  and  indeed,  expanded  upon,  so  that  scarce  law 
enforcement  resources  are  used  most  efficiently  and  effectively.  No  one  benefits  from 
adversarial  relations  between  the  two  levels  of  government.  NASAA  is  extremely  pleased 
with  the  level  of  cooperation  and  coordination  that  now  exists  between  the  states  and  the 
FTC.  State  regulators  intend  to  do  whatever  is  necessary  to  continue  this  extremely 
beneficial  working  relationship.  NASAA  welcomes  the  opportunity  to  foster  increased 
uniformity  and  coordination  with  our  federal  counterparts. 

CONCLUSION 

State  and  federal  disclosure  and  registration  requirements  have  substantially  improved  the 
general  structuring  of  franchise  offenngs  and  have  enhanced  investor  confidence  in 
franchise  opportunities.  Demonstrably  fair  and  honest  franchisors  have  been  successful 
under  the  existing  system  of  franchise  regulation.  A  1988  report  to  the  United  States 
International  Trade  Commission  concluded  that:  "...  as  evidenced  by  the  growth  of 
franchising,  these  laws  [state  and  federal  franchise  laws]  do  not  appear  to  have  impeded 
growth;  indeed,  it  has  been  suggested  that  these  laws  have  helped  eliminate  or  reduce 
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potential  abuses,  and  by  doing  so,  instilled  added  confidence  among  prospective 
franchisees  in  the  viability  of  the  business  in  which  they  have  invested."'" 

We  must  now  be  more  vigilant  than  ever  in  overseeing  the  franchise  marketplace.  As 
corporations  continue  to  downsize,  more  and  more  corporate  executives  will  be  squeezed 
out  of  their  jobs  or  forced  to  take  early  retirement.  In  addition,  as  fewer  job  opportunities 
in  corporate  America  become  available,  more  and  more  people  will  turn  toward  other 
employment  opportunities,  including  franchising.  After  all,  what  better  way  to  turn  a 
disappointment  --  the  loss  of  a  job,  stalled  promotions,  or  no  employment  offers  --  into 
a  dream  of  owning  a  business?  A  growing  pool  of  former  executives  with  money  in  their 
pockets  will  provide  fertile  territory  to  those  who  would  defraud  or  abuse  potential 
franchisees. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  NASAA  applauds  your  interest  in 
exploring  whether  we  have  done  all  we  can  to  safeguard  the  interests  of  investors  and 
small  businesspersons  in  franchise  arrangements.  The  dramatic  growth  of  franchising  is 
an  eloquent  statement  of  its  role  in  the  U.S.  economy.  It  has  provided  many 
entrepreneurs  with  the  running  start  they  needed  to  achieve  success  in  the  business 
world.    But,  we 

must  be  ever  mindful  that  fraudulent  and  abusive  operators  can  turn  the  American  Dream 
into  a  nightmare. 

Thank  you. 


"  Statement  of  Philip  F  Zeldman  and  John  M.  Tifford  (Brownstein,  Zeldman  and  Schomer. 
Washington,  DC),  December  30.  1988,  before  the  United  States  International  Trade  Commission,  "Sen/Ice 
Sector  Profiles  and  Barriers  to  Trade  in  Services  --  An  Investigation  to  Provide  Information  for  Use  by  the 
United  States  Trade  Representative  in  Connection  with  Trade  Negotiations  on  Services  in  the  Uruguay  Round 
of  Multinational  Trade  Negotiations."  Investigation  No.  332-257. 
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Ms.  Lambert.  You  did  state  in  your  testimony  that  fraud  and 
abuse  usually  followed  closely  on  the  heels  of  an  industry  that  is 
undergoing  explosive  growth  and  enjoying  substantial  public  inter- 
est. How  pervasive  is  that  fraud  and  abuse  in  the  franchise  indus- 
try? 

Mr.  Maxey.  Well,  you  know,  with  any  industry,  like  you  stated, 
that  is  growing  real  quickly  and  cases  do  develop,  the  problem  I  am 
worried  about  is  that  a  lot  of  people  are  retiring  now  fairly  early 
with  a  lot  of  sums  of  money  that  they  are  going  to  be  getting  into 
the  franchising  arena,  maybe  to  start  a  new  job  or  something,  and 
they  will  probably  go  into  franchising  to  get — you  know,  operate  on 
their  own,  to  have  their  own  business  and  not  be — somebody  else 
having  a  boss  over  them. 

To  answer  the  question,  fraud  and  abuse  will  probably  increase, 
but  with  the  coordination  with  the  FTC  and  the  State  levels,  I  am 
pretty  sure  that  we  will  be  able  to  try  to  hold  it  down  as  much  as 
possible.  We  have  taken  a  lot  of  effort  with  respect  to  enforcement 
issues,  number  one  being,  we  have  established  conference  calls  this 
past  year  which  all  the  jurisdictions  call  every  two  months  and  the 
FTC  participates  in  this,  and  we  talk  about  all  the  enforcement 
cases  and  what  actions  we  are  taking,  how  we  are  going  to  handle 
certain  things. 

Also  we  talk  about  certain  cases  that  might  be  starting  on  the 
West  Coast  coming  towards  the  East  Coast.  We  also  are  talking 
continuously  on  the  phone  with  the  FTC  to  the  staff  under  Mr. 
White,  and  that  has  worked  very  good.  I  have  also  had  meetings 
up  there  with  them  in  the  past  year.  We  have  also  had  training 
about  the  new  document  I  was  talking  about,  the  UFOC  being  im- 
plementing at  the  present  time. 

We  had  an  advisory  committee  when  we  were  putting  the  UFOC 
together,  and  the  training  session  went  for  a  whole  day,  and  we 
talked  with  staff  about  certain  issues  with  the  UFOC,  and  that 
proved  to  be  pretty  beneficial.  So  in  whole  I  think  the  communica- 
tion is  getting  better.  We  want  it  to  get  better,  and  we  are  trying 
to  work  as  best  as  possible  to  come  to  that  conclusion. 

Ms.  Lambert.  Thank  you.  I  would  like  to  remind  the  members 
that  have  joined  us  that  certainly  opening  statements  will  be  in- 
cluded in  the  record. 

Mr.  Manton.  Madam  Chairwoman,  I  don't  have  a  statement.  I 
will  waive  such  a  statement,  but  if  it  is  appropriate,  I  might  have 
a  few  questions. 

Ms.  Lambert.  Certainly.  Mr.  Chairman?  I  recognize  the  gen- 
tleman from  Washington. 

Mr.  Manton.  Distinguished  chairman  over  there.  I  yield  to  him. 

Mr.  Swift.  I  basically  came  this  morning  so  that  I  could  see 
Mike  Oxley's  broken  wrist. 

Ms.  Lambert.  We  have  already  commented  on  that. 

Mr.  Swift.  No.  I  simply  wanted  to  say,  I  think  this  is  a  very  im- 
portant hearing,  and  I  am  sorry  that  my  schedule  this  morning  did 
not  permit  me  to  be  here.  I  wanted  to  thank  the  gentlelady  from 
Arkansas  for  filling  in,  which  I  know  she  will  do  very,  very  ably, 
and  welcome  all  the  witnesses  and  thank  them  for  their  contribu- 
tion to  helping  us  understand  this  difficult  problem.  I  yield  back. 
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Ms.  Lambert.  Thank  you,  Mr.  Chairman.  I  had  one  quick  ques- 
tion for  Mr.  White.  You  had  stated  that  the  Commission  has  au- 
thorized the  use  of  the  revised  UFOC  format.  What  does  that  really 
mean?  Can  the  FTC  enforce  the  UFOC,  or  only  those  parts  that  are 
substantially  similar  to  the  FTC  disclosure  rule.  In  other  words, 
the  FTC  can  bring  a  case  for  a  UFOC  violation? 

Mr.  White.  Yes,  indeed.  Madam  Chairwoman.  The  Commission 
stated  at  about  the  time  the  original  rule  was  issued  that  it  would 
accept  the  UFOC  as  an  acceptable  means  of  compliance  with  its 
rule,  and  clearly  that  has  been  the  pattern  of  compliance  ever 
since.  In  each  instance  of  UFOC  modification  thereafter,  the  Com- 
mission has  made  a  determination  that  the  modifications  met  that 
standard  that  it  had  set  out,  i.e.,  that  the  revised  UFOC  provided 
a  level  of  protection  to  consumers  that  was  at  least  as  great  or 
greater  than  the  FTC  rule  itself,  and  therefore  acceptable  as  a 
mode  of  compliance  with  the  Rule's  disclosure  requirements. 

We  have  brought  actions  against  franchisors  employing  the  cir- 
cular and  the  answer  to  your  specific  question  is,  yes,  we  can  en- 
force the  FTC  rule  against  franchisors  who  opt  to  follow  the  UFOC, 
but  do  not  properly  or  adequately  do  so. 

Ms.  Lambert.  I  would  like  to  ask  one  more  question,  if  I  can.  I 
guess  I  can.  I  am  the  chairman. 

Mr.  Maxey.  Yes,  you  can.  You  can  do  anything  you  want  to. 

Ms.  Lambert.  That  is  right.  The  Commission  is  on  record  for — 
as  supporting  a  private  right  of  action.  I  am  assuming  that  position 
has  not  changed.  Coming  from  a  State  where  we  do  not — we  are 
not  1  of  the  15,  how  would  such  a  private  right  of  action  likely  be 
used  in  the  franchise  field,  and  how  would  such  a  system  work  for 
States  that  have  not  passed  the  UFOC? 

Mr.  White.  Again,  at  the  time  the  Commission  issued  the  rule, 
it  stated  its  intention  that  the  franchisee  have  a  cause  of  action  to 
insure  that  the  franchisee  received  the  information  that  the  rule 
required. 

The  courts  subsequently  determined  notwithstanding  those  state- 
ments, that  there  was  no  private  right  of  action  to  obtain  the  infor- 
mation in  the  rule.  The  Commission  has  in  the  past  supported  the 
view  that  individual  franchisee  enforcement  of  these  rights  to  nec- 
essary information  would  be  appropriate.  Nothing  that  I  know  of 
has  changed  that  view. 

We  are  by  no  means  experts  on  judicial  administration  and  the 
issues  and  consequences  of  this,  but  I  think  you  can  see  from  what 
I  said  before  that  the  Commission  is  seeking  to  put  together  a  net- 
work of  enforcement  that  will  help  raise  the  levels  of  compliance 
with  the  rule. 

Ms.  Lambert.  Thank  you. 

I  recognize  my  colleague,  Mr.  Gillmor. 

Mr.  Gillmor.  Thank  you.  Madam  Chairwoman. 

First,  let  me  say  I  think  this  is  an  extremely  important  area  be- 
cause more  and  more  as  people  go  into  business  with  the  growth 
in  franchising,  they  are  doing  it  as  a  franchisee,  and  I  think  we 
want  to  be  sure  that  the  only  risk  they  incur  is  the  business  risk 
and  not  the  risk  of  fraud  and  abuse. 

Let  me  direct  a  question  to  both  of  you.  Have  you  found  in  terms 
of  the  problem  areas  that  they  come  in  any  particular  business  ac- 
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tivity,  or  is  it  spread  across  the  board?  Is  it  restaurants  or  copying 
services  or  cleaning  services,  or  would  it  be  fair  to  say  you  can't 
really  say  that  one  area  causes  more  problems? 

Mr.  Maxey.  Yes,  it  would  be  hard  to  say  which  area  would  be 
the  most  abused,  but  right  now  it  seems  to  be  a  trend  in  the  clean- 
ing service  business.  We  have  seen  a  lot  of  cases  increase  in  that 
area,  but  I  think  with  the  restaurant  business,  you  have  a  lot  of 
franchises  in  that  business,  so  that  you  would  probably  have  a  lit- 
tle more  abuse  in  that  area  too. 

Mr.  White.  I  could  just  add  that  we  have  cases  in  each  of  those 
areas  that  you  described.  An  area  that  seems  to  have  grown  re- 
cently is  the  sale  of  business  opportunities  such  as  vending  ma- 
chines and  rack  sales  at  retail. 

One  area  that  we  have  seen  a  growth  in  lately  is  the  use  of  clas- 
sic telemarketing  tactics  that  have  historically  been  used  to  sell,  for 
example,  fraudulent  vacation  certificates  or  water  purifiers  based 
on  false  claims.  These  same  telemarketing  techniques  are  now 
being  used  to  market  business  opportunities  as  well.  And  that  has 
been  a  feature  in  some  of  our  recent  cases  in  the  past  year. 

Mr.  GiLLMOR.  Mr.  White,  looking  at  the  more  established  fran- 
chise relationship,  there  has  been  considerable  discussion  of  the  in- 
ternal dispute  resolution  arrangements  that  franchisors  or  the  as- 
sociations have.  Has  the  FTC  had  the  opportunity  to  monitor  some 
of  those  and  do  you  think  they  have  been  reasonably  effective? 

Mr.  White.  Our  focus  has  not  been  particularly  on  the  dispute 
resolution  procedures.  We  have,  as  I  said  in  my  testimony,  stressed 
very  much  the  information  that  is  available  to  franchisees  at  the 
outset. 

From  our  other  work  in  consumer  protection,  we  know  that  pro- 
viding franchisees,  as  other  consumers,  alternate  means  of  resolv- 
ing disputes  rather  than  resorting  to  hiring  Washington  lawyers  or 
other  lawyers  can  be  extremely  important:  we  hope  that  ways  can 
be  found  to  resolve  private  disputes  short  of  calling  in  the  lawyers 
and  setting  out  for  a  long  round  of  litigation.  Obviously,  however, 
resolving  our  own  law  enforcement  cases  by  litigation  is  at  the  core 
of  our  business  and  we  will  continue  to  hammer  away  at  that. 

Mr.  GiLLMOR.  I  noticed  that  in  your  statement  on  page  19,  you 
listed  a  number  of  the  FTC's  enforcement  powers  that  can  be  used 
in  section  5  prosecutions,  and  as  you  know,  the  House  recently  ap- 
proved the  first  conference  agreement  on  a  FTC  authorization  bill 
in  14  years. 

We  move  expeditiously  here,  and  that  bill  includes  a  number  of 
enforcement  amendments  that  the  FTC  requested.  Can  you  give  us 
a  general  idea  of  how  those  improvements  might  be  relevant  if  at 
all  to  the  franchise  situation? 

Mr.  White.  They  are  improvements  to  enable  us  to  join  cases  to- 
gether more  effectively  where  defendants  may  be  found  in  different 
parts  of  the  country,  but  operating  as  a  network,  and  in  some  of 
the  cases  we  describe  in  the  testimony,  that  has  been  our  experi- 
ence. There  are  additional  improvements  to  our  ability  to  obtain  in- 
formation by  civil  investigative  demand  and  to  make  it  a  bit  easier 
for  us  to  serve  process  on  targets  of  investigations  and  defendants 
in  cases  that  we  file. 
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So  taken  together,  we  think  that  those  improvements  to  the 
Commission's  kit  bag  of  enforcement  tools  will  be  extremely  help- 
ful. I  think  I  should  also  say  that  the  Commission  has  always 
viewed  authorization  as  an  important  indicator  of  support  for  the 
work  that  it  does,  and  so  we  are  extremely  pleased  to  see  that  issue 
resolved,  and  to  move  on  to  make  the  best  enforcement  presence 
that  we  can  with  the  tools  and  resources  that  you  all  have  given 
us. 

Mr.  GiLLMOR.  If  I  might,  Madam  Chairwoman,  just  touch  on  one 
other  area.  You  had  mentioned  that  15  States  now  have  the  uni- 
form law,  and  I  am  wondering,  in  the  35  States  that  don't,  those 
who  are  aggrieved,  is  the  only  real  remedy  they  have  is  to  call  on 
the  FTC  or  are  they  able  to  avail  themselves  of  some  of  the  State 
laws? 

Mr.  White.  They  have  the  opportunity  to  bring  actions  under  the 
Uniform  Commercial  Code  where  they  can  make  out  a  breach  of 
the  contract  that  is  undertaken  at  the  outset  of  the  franchise  rela- 
tionship. What  we  said  before  about  informal  dispute  resolution, 
however,  should  indicate  that  we  understand  that  there  are  many 
types  of  problems  that  franchisees  face  that  don't  lend  themselves 
neatly  to  walking  out  and  hiring  a  lawyer.  And  we  hope  that  the 
stress  that  we  have  placed  on  disclosure  at  the  outset  and  enforce- 
ment of  rights  that  have  been  promised  will  be  helpful  to 
franchisees. 

Mr.  GiLLMOR.  Mr.  Maxey. 

Mr.  Maxey.  Yes,  sir,  Congressman  Gillmor.  Basically,  like  Mr. 
White  just  recommended,  that  dispute  resolution  is  becoming  a 
popular  mode  in  certain  jurisdictions.  The  IFA  has  these  second 
Tuesday  meetings  where  the  franchisees  come  to  and  the 
franchisors.  They  talk  about  a  lot  of  their  problems  and  they  have 
a  lot  of  meetings  on  dispute  resolution. 

Also  a  lot  of  jurisdictions  are  starting  to  inquire  into  relationship 
laws.  For  example,  Iowa  has  it,  some  other  States,  South  Carolina 
and  Utah  is  looking  at  it,  and  I  have  had  a  lot  of  people  talk  to 
Maine  and  other  jurisdictions  that  are  starting  to  put  some  more 
laws  on  the  books,  maybe  in  the  future  will  come  about. 

Mr.  GiLLMOR.  Thank  you. 

Ms.  Lambert.  The  Chair  recognizes  the  gentleman  from  New 
York,  Mr.  Manton. 

Mr.  Manton,  I  thank  the  chairwoman. 

Mr.  Maxey,  it  makes  some  mention  of  private  rights  of  action  in 
15  States.  I  don't  think  New  York  is  one  of  them,  at  least  it  wasn't 
some  years  ago  when  I  had  some  experience  as  a  lawyer  in  that 
area,  but  there  have  been  some  areas  where  the  Federal  law  has 
preempted  jurisdiction.  For  example,  a  petroleum  marketing  prac- 
tices act  regulates  the  franchising  of  gasoline  stations  from  oil  com- 
panies, and  I  think  historically  there  had  been  a  disparity  in  power 
where  the  oil  companies  literally,  when  they  gave  the  franchise, 
had  held  the  guy — the  local  station  in  bondage,  so  that  act  I  found 
gave  a  Federal  right  of  action. 

I  recall  litigating  on  behalf  of  an  Exxon  dealer  against  an  Exxon 
company  with  all  of  their  resources,  and  that  act  provided  sort  of 
a  leg  up  for  a  small  businessman  fighting  against  a  very  large, 
well-fmanced  franchisor. 


33 

A  little  later  I  represented  a — someone  who  had  an  Executone 
franchise  and  found,  lo  and  behold,  there  was  no  Federal  statute 
to  help  us.  In  fact.  New  York  had  no  private  right  of  action  either, 
and  we  were  relegated  to  some  other  remedies  under  what  we  call 
the  Donnelly  Act  is  sort  of  a  State  antitrust  law  in  New  York. 

But  I  am  wondering  if — should  we  be  looking  at  this  from  a  Fed- 
eral standpoint,  now  that  we  see — I  read  that  40  percent  of  retail 
sales,  for  example,  are  in  the  franchise  mode. 

Mr.  Maxey.  Yes,  sir. 

Mr.  Manton.  Should  we  be  looking  at  something  similar  to  the 
Petroleum  Marketing  Practices  Act? 

Mr.  Maxey.  Congressman  Manton,  basically  I  would  say  the  an- 
swer to  that  would  probably — NASAA  would  probably  be  agreeable 
to  that.  That  would  be  a  good  move  to  make  because  the  private 
right  of  action  would  give  another  avenue  for  the  aggrieved  party 
to  get  satisfaction.  So  I  think  that  would  be  a  good  move  to  make, 
yes,  sir. 

Mr.  Manton.  On  the  other  hand,  Mr.  White,  I  would  like  to  ask 
a  question.  It  has  come  to  our  attention,  some  of  us  from  the  Long 
Island  delegation  don't  expect  we  can  discuss  a  case  that  is  actually 
pending,  of  a  firm  that  we  on  Long  Island  hold  in  fairly  high  re- 
gard, six  or  seven  Members  of  the  Congress  that  represent  that 
area,  Minuteman  Press,  where  they  have  1,000  franchisees  across 
the  country,  and  perhaps  a  handful  of  people  who  brought  a  law- 
suit in  one  of  the  Federal  districts  saying  that  they  didn't  get  prop- 
er disclosure. 

How  do  we  weed  out — I  mean  in  every  enterprise  there  are  going 
to  be  people  that  succeed  and  no  matter  what  the  rules  are,  there 
will  be  people  who  are  not  going  to  be  able — either  they  are  not 
working  hard  enough,  they  are  not  devoting  enough  time  to  the 
business,  they  lack  business  acumen,  and  no  matter  what  the  blue- 
print is  of  the  franchisor,  there  are  going  to  be  a  certain  few  who 
are  going  to  fail,  and  perhaps  allege  that  they  didn't  know  the 
rules,  that  there  wasn't  proper  disclosure. 

How  do  you  deal  with  that? 

Mr.  White.  I  think  that  is  an  excellent  question.  As  you  say,  Mr. 
Manton.  The  Federal  Trade  Commission  is  litigating  a  case  in  this 
area  against  Minuteman  and  some  of  its  related  franchising  oper- 
ations. 

Without  commenting  specifically  on  that  case,  I  think  I  should 
talk  a  little  bit  about  the  process  that  we  go  through  in  order  to 
decide  whether  information  that  comes  into  us  indicates  that  there 
ought  to  be  a  Federal  case.  That  decision  is,  I  can  say,  painstak- 
ingly evaluated  at  the  Commission — indeed  to  the  extent  that 
sometimes  we  are  criticized  about  that  evaluation  process. 

But  one  thing  it  does  provide  us  is  a  very  careful  picture,  to  the 
extent  that  our  discovery  powers  will  permit  us  to  find  that  picture, 
of  what  is  happening  with  a  particular  franchise.  As  I  said  before, 
we  have  focused  primarily  on  systematic  violations  of  the  informa- 
tion disclosure  requirements  that  pertain,  or  other  broad-based  and 
systematic  breaches  of  the  relationship  between  the  franchisor  and 
the  franchisee. 

Our  resources  require  us  to  be  exceedingly  careful  and  the  deci- 
sion always  must  be  made  not  solely  based  upon  whether  a  viola- 
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tion  can  be  made  out,  whether  a  violation  has  occurred,  but  also 
upon  whether  this  is  a  productive  investment  of  Federal  resources, 
which  we  know  are  limited.  And  so  we  are  extraordinarily  careful 
before  we  initiate  cases  in  this  area,  as  we  are  in  other  areas. 

Our  job  is  to  evaluate  what  comes  to  us,  to  investigate  what  is 
going  on  in  the  marketplace,  and  to  bring  the  best  collection  of  en- 
forcement cases.  The  goal  is  to  raise  the  deterrence  threshold  for 
those  that  might  take  advantage  of  consumers,  and  to  establish  im- 
portant points  of  law  that  we  think  will  have  long-term  signifi- 
cance. That  is  the  process  that  we  go  through  to  insure  that  we  are 
not  acting  solely  because  there  are  specific  isolated  problems. 

The  stories  that  one  hears  in  this  area  about  individuals  pull  on 
everyone  at  the  FTC  that  is  involved  in  franchise  enforcement.  The 
fact  is,  however,  that  we  can't  bring  every  case  where  an  individual 
has  a  cause  of  action  that  can  be  made  out.  What  we  are  trying 
to  do  is  apply  certain,  if  you  will,  principles  of  triage  and  bring  the 
best  set  of  cases  that  we  can  to  have  the  maximum  impact. 

Mr.  Manton.  Assuming  that  when  you  do  this,  there  are  viola- 
tions. How — you  know,  what  parameters  do  you  use  in  assessing 
the  penalties?  Are  they  disparate  or  do  they  pretty  much  fit  into 
a  pattern  industry  by  industry? 

Mr.  White.  There  are  standards. 

Mr.  Manton.  I  said,  maybe  you  could  speak  to  that. 

Mr.  White.  Yes,  indeed.  There  are  standards  set  forth  in  the 
statute  which  I  think  you  know  provides  a  $10,000  per  violation 
penalty  for  the  violation  of  an  FTC  trade  regulation  rule. 

We  look  at  the  number  of  violations  that  we  think  can  be  made 
out.  We  look  at  the  amount  of  injury  that  can  be  established  that 
was  done  to  the  individuals  involved,  and  these  principles  are  true 
across  the  board  for  FTC  penalty  calculations.  We  try  to  obtain 
enough  information  about  the  franchise  across  the  board  that  we 
can  make  a  reasonable  estimate  of  the  amount  of  injury  that  is  in- 
volved and  seek  a  penalty  that  will  achieve  deterrence,  that  will 
produce  an  incentive  for  franchisors  not  to  violate  the  rules. 

Mr.  Manton.  Thank  you. 

Mr.  Maxey. 

Mr.  Maxey.  Yes,  Congressman  Manton,  I  would  like  to  commend 
your  State.  You  know,  back  in  the  1960's — I  have  been  around 
franchises  almost  20  years  and  back  in  the  1960's  there  was  a  lot 
of  abuse  in  the  State  of  New  York  and  they  worked  in  the  1960's 
and  1970's  to  try  to  clean  it  up,  and  they  did  a  pretty  good  job,  and 
I  think  that  really  helped  franchising  in  general. 

Mr.  Manton.  Thank  you. 

I  yield  back  the  balance  of  my  time. 

Ms.  Lambert.  I  have  a  lengthy  question.  In  the  franchise  rule, 
the  Commission  discusses  the  implication  of  its  traditional  decep- 
tion doctrine  as  it  relates  to  franchising.  And  in  particular  the 
Commission  poses  the  question  of  what  may  be  reasonable  expecta- 
tions and  assumptions  of  a  franchisee  as  to  investing  in  a  bona  fide 
investment  opportunity  and  the  support  that  is  expected  from  a 
franchisor. 

We  have  got  some  ads  here  from  last  week's  Wall  Street  Journal 
and  the  USA  Today.  They  make  such  pitches  as  "complete  training 
programs",  "experience  not  necessary",  "people  who  really  want  you 
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to  succeed",  "continuous  support  in  their  passions  of  success",  etc. 
All  these  ads  create  an  expectation  of  a  mutually  beneficial  busi- 
ness relationship;  that  if  you  buy  into  my  franchise,  you  buy  into 
a  supportive  partnership.  What  happens  if  the  business  strategies 
of  the  franchise  company  or  its  parent  become  so  disconnected  with 
the  business  interest  of  the  franchisee  that  the  reasonable  expecta- 
tion of  the  franchisee  are  not  being  met? 

Could  a  deception  be  created?  Aji  example  might  be  the  develop- 
ment, obviously,  of  an  alternative  distribution  mechanism  that  did 
not  include  the  franchisee,  that  was  so  intrusive  and  harmful  to 
the  franchisee's  own  sales  that  they  could  no  longer  recognize  a 
reasonable  expectation  of  making  a  profit. 

Would  such  a  case  conceivably  be  a  violation  of  the  FTC's  decep- 
tion authority,  even  though  it  is  maybe  not  a  violation  of  the  fran- 
chise rule? 

Mr.  White.  I  think  you  set  it  up  extremely  well.  In  a  case  such 
as  you  describe,  let's  just  assume  that  the  rule  has  been  complied 
with,  that  the  disclosure  documents  contain  all  the  necessary  infor- 
mation that  the  circular  requires,  that  the  investment  claims  are 
carefully  couched  and  properly  documented. 

It  still  would  be  possible  for  a  franchisor  to  make  a  false  claim, 
to  make  a  deceptive  claim,  and  for  that  to  be  actionable  under  the 
Federal  Trade  Commission  Act.  We  have  included  such  allegations 
in  many  of  our  franchise  cases.  We  would  apply,  in  instances  like — 
such  as  you  describe,  the  traditional  FTC  deception  analysis:  would 
a  reasonable  viewer  of  the  ad,  looking  at  the  ad  in  its  totality,  re- 
ceive a  deceptive  message? 

Part  of  what  occurs,  I  suspect,  is  that  the  disclosure  documents 
will  often  provide  necessary  information  to  qualify  and  temper  the 
shorthand  claims  that  may  be  seen  in  an  advertisement.  If  those 
documents  are  in  accordance  with  the  disclosure  requirements  that 
obtain,  it  may  be  difficult  to  bring  a  deception  case. 

But  if  we  have  an  instance  of  specific  deception  that  we  can  es- 
tablish works  to  the  detriment  of  prospective  franchisees  and 
franchisees  who  buy  into  the  deal,  we  can  and  have  brought  decep- 
tion cases  under  the  Commission's  general  authority  to  bar  decep- 
tive practices. 

Ms.  Lambert.  Thank  you.  Just  one  last  question — yes. 

Mr.  Maxey.  Madam  Chairwonian,  that  issue  is  a  very  important 
issue  because  under  the  new  plain  English  rule  that  we  just  adopt- 
ed, that  issue  is  addressed,  alternative  channels  of  distribution.  For 
example,  an  ice  cream  store  might  be  opened.  Then  you  have  like 
a  grocery  store  selling  the  same  type  of  ice  cream  at  a  cheaper 
price.  It  will  definitely  affect  the  business  of  the  ice  cream  store. 
So  they  have  to  make  disclosure  with  respect  to  that  kind  of  a  mar- 
keting procedure  that  they  plan  to  do  in  the  future. 

Ms.  Lambert.  One  last  question  for  you,  Mr.  Maxey.  What  per- 
centage of  the  franchise  disclosures  are  done  nationwide  using  the 
UFOC  as  opposed  to  using  the  FTC  disclosure  rule? 

Mr.  Maxey.  It  is  hard  to  say.  I  would  say — that  would  be  a  better 
question  for  Mr.  White,  but  I  would  say  probably  a  whole  lot  more 
would  use  the  UFOC.  I  think  they  would  be  better  protected  that 
way.  From  a  liability  standpoint,  they  would  probably  use  the 
UFOC. 
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Ms.  Lambert.  Except  for  the  fact  that  there  are  less  States  cov- 
ered. 

Mr.  Maxey.  Yes,  but  they  can  use  either  one.  You  can  use  the 
FTC  or  the  UFOC.  So  if  you  use  the  UFOC,  it  is  cost  effective  if 
you  do  it  that  way  by  just  having  one  document. 

Mr.  White.  Yes,  and  I  think  our  experience  would  be  that  most 
franchisors  do  indeed  use  the  UFOC  method  to  comply  with  the 
FTC  rule,  there  being  important  States  in  which  one  must  use  the 
UFOC  format.  A  franchisor  can  make  it  easier  on  itself,  in  produc- 
ing the  disclosure  documents,  to  follow  that  route.  Certainly  the 
vast  majority  of  instances  that  we  have  encountered  involve  the 
UFOC. 

Ms.  Lambert.  Thank  the  panel  for  your  patience  and  your  will- 
ingness to  be  here  today  with  us.  We  will,  at  this  point,  call  the 
second  panel  to  the  table.  Thank  you  two  gentlemen. 

Mr.  Maxey.  Thank  you  very  much. 

Ms.  Lambert.  The  second  panel  is  Mrs.  Sandy  Anaya,  who  is 
with  the  Cajun  Enterprises,  Incorporated;  Ms.  Rosemarie  Deal;  Ms. 
Susan  Kezios  who  is  with  the  American  Franchisee  Association; 
and  Mr.  William  Hoskins,  who  is  with  Hosko  Business  Printing;  as 
well  as  Mr.  Robert  Purvin,  who  is  with  the  American  Association 
of  Franchisees  and  Dealers.  We  welcome  all  of  you  all. 

We  welcome  the  second  panel  and  thank  you  for  joining  us  today. 
We  would  like  to  first  call  on  Mrs.  Susan  Kezios  from  the  American 
Franchisee  Association. 

STATEMENTS  OF  SUSAN  P.  KEZIOS,  AMERICAN  FRANCHISEE 
ASSOCIATION,  CHICAGO,  IL;  ROSEMARIE  B.  DEAL,  CHERRY 
HILL,  NJ;  ROBERT  L.  PURVIN,  JR.,  AMERICAN  ASSOCIATION 
OF  FRANCHISEES  &  DEALERS,  SAN  DIEGO,  CA;  HARRIET 
(SANDY)  ANAYA,  CAJUN  ENTERPRISES,  INC.,  FOSTER  CITY, 
CA;  AND  WILLIAM  HOSKINS,  HOSKO  BUSINESS  PRINTING, 
LANSING,  MI 

Ms.  Kezios.  Thank  you.  Madam  Chairwoman,  members  of  the 
subcommittee.  My  name  is  Susan  Kezios.  I  am  president  of  the 
American  Franchisee  Association,  which  is  the  largest  franchisee 
trade  association  in  the  United  States  today. 

I  thank  the  subcommittee  for  allowing  us  to  express  our  views 
regarding  activities  of  the  Federal  Trade  Commission  and  its  regu- 
lation of  the  franchise  industry. 

My  comments  are  going  to  fall  into  three  general  areas.  First,  I 
will  give  you  an  idea  of  why  franchisees  seem  to  have  so  little  faith 
in  the  enforcement  abilities  of  the  Federal  Trade  Commission.  Sec- 
ond, I  will  talk  a  little  bit  about  how  some  franchisors  have  system- 
atically exploited  the  rule  and  its  flaws  to  their  benefit,  and  third, 
perhaps  give  you  some  areas  in  which  the  rule  can  be  updated  to 
improve  the  entire  franchise  industry. 

The  rule  was  promulgated  in  1979.  It  is  based  on  1960's  and 
1970's  market  conditions.  It  is  crafted  to  address  the  dysfunctions 
of  the  1960's  and  1970's.  It  is  outdated.  It  needs  not  only  revisions, 
but  it  needs  teeth  in  the  form  of  substantive  enforcement. 

The  real  problem  is  that  the  Federal  Trade  Commission  rule 
gives  the  appearance  of  government  regulation,  when  in  reality 
there  is  no  government  regulation,  and  it  begins  the  first  time  a 
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potential  franchisee  receives  an  offering  circular  like  this  one  with 
an  FTC  mandated  cover  page  that  states  in  part,  "To  protect  you, 
we  required  your  franchisor  to  give  you  this  information.  We 
haven't  checked  it  and  we  don't  know  if  it  is  correct." 

The  cover  page  then  goes  on  to  deputize  the  potential  franchisee 
with  the  following  statement,  "If  you  find  anything  you  think  may 
be  wrong"  or  against — "or  anything  important  that  has  been  left 
out,  you  should  let  us  at  the  FTC  know  about  it.  It  may  be  against 
the  law." 

Once  a  franchisee  finds  something  that  they  think  might  be 
wrong  or  might  be  against  the  law,  they  do  call  the  Federal  Trade 
Commission,  but  what  do  they  find  when  they  call?  They  find  they 
deal  with  a  bureaucracy  that  discourages  complaints  in  a  number 
of  areas. 

The  telephone  calls  are  no  longer  logged.  Complaints  must  be 
written  and  sent  in.  Franchisees  call  and  find  out  that  they  have 
to  prove  and  provide  a  large  group  of  similarly  situated  franchisees 
before  the  Commission  can  open  an  investigation.  Franchisees  are 
isolated  sometimes  geographically  from  finding  similarly  situated 
franchisees  to  do  that.  They  find  that  if  they  haven't  reported  what 
they  consider  to  be  a  violation  of  the  act  within  3  years,  the  statute 
of  limitations  has  run  out  and  the  FTC  will  not  open  an  investiga- 
tion. 

When  franchisees  call  the  Federal  Trade  Commission,  they  are 
dealing  with  an  immediate  problem.  They  are  going  to  be  evicted, 
they  have  been  terminated,  or  the  franchisor  in  other  ways  is 
harming  that  individual's  business  and  their  next  phone  call  is  to 
an  attorney.  It  is  not  going  to  be  to  pull  together  all  the  paperwork 
and  documentation  to  send  on  to  the  Federal  Trade  Commission. 

And  finally,  when  franchisees  call,  they  find  out  that  they  have 
no  right  to  sue  for  violation  of  the  FTC  rule,  that  only  the  FTC  can 
bring  an  action. 

The  bottom  line,  our  franchisees  find  they  have  little  faith  in  the 
FTC's  ability  to  resolve  their  problems.  In  my  written  testimony  on 
pages  5  and  6,  I  have  excerpted  some  letters  from  our  files  from 
franchisees,  from  Furniture  Medic  to  McDonald's,  indicating  in 
writing  their  complaints  and  their  frustrations,  outlining  all  of 
these  situations. 

The  Federal  Trade  Commission  is  best  in  enforcing  the  rule 
against  the  charlatans,  against  the  suede  shoe  guys,  not  against 
what  the  AFA  considers  substantive  abuses.  What  is  going  on  in 
the  industry  today  are  more  subtle  misrepresentations  and  market- 
ing abuses.  The  rule  is  aimed  at  full  disclosure  so  a  buyer  can 
make  an  informed  decision,  however,  when  the  buyer  is  given  this 
document,  the  information  is  inadequate,  it  is  erroneous,  it  is  con- 
fusing or  it  is  just  left  out. 

Pages  8  through  10  in  my  written  testimony  talk  about  four  of 
the  areas  that  need  significant  improvements  so  that  the  informa- 
tion is  not  erroneous  and  not  left  out.  It  covers  the  litigation  sec- 
tion, the  renewal  section,  a  list  of  current  and  former  franchisees. 
These  are  areas  that  franchisors  have  systematically  exploited  to 
their  benefit  and  to  their  franchisee's  detriment.  And  I  think  testi- 
mony from  franchisee  witnesses  today  will  further  elaborate  on 
some  of  their  problems  when  they  have  encountered  these  sections. 
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I  would  like  to  elaborate  on  what  I  think  is  the  fatal  flaw,  the 
earnings  claims  area.  Under  the  rule,  franchisors  can  volunteer  to 
provide  earnings  claims  information.  A  recent  study  has  shown 
that  86  percent  of  franchisors  do  not  provide  written  documented 
information  on  how  much  money  a  franchisee  has  made  in  the  past 
running  a  similar  kind  of  business  or  how  much  money  they  are 
likely  to  make  in  the  future. 

During  the  sales  process,  they  are  told  again,  with  the  facade  of 
government  regulation,  that  we  are  prohibited  by  law  from  giving 
you,  making  any  representations  to  you  regarding  potential  sales, 
profits,  or  earnings. 

In  lieu  of  that,  we  have  got  undocumented  earnings  claims  going 
on,  verbal  statements,  hastily  scribbled  down  information.  Unfortu- 
nately, when  a  franchisee  signs  this  franchise  agreement,  the 
franchisee  is  often  signing  at  the  same  time  an  integration  clause, 
separate  closing  documents  saying  that  they  did  not  receive  any 
earnings  claims,  that  they  did  not  receive  any  of  this  information 
that  in  fact  the  franchisee  knows  they  did  receive. 

The  pretense  of  full  disclosure  without  written  documented  earn- 
ings claims  is  like  buying  a  car  without  an  engine.  It  doesn't  run, 
it  doesn't  go  anywhere.  It  is  for  these  and  other  reasons  that  our 
association  supports  legislation  like  that  which  Congressman  La- 
Falce  has  introduced  which  seeks  not  only  to  raise  the  minimum 
standards  of  disclosure,  but  also  to  provide  private  right  of  action. 

Under  the  FTC  rule,  allowing  a  private  right  of  action  would  at 
least  cease  the  drone  that  the  franchisees  keep  hearing  from  the 
bureaucracy  on  limited  Federal  and  State  resources.  It  would  allow 
franchisees  to  proceed  independently  where  possible  against 
franchisors. 

And  we  know  that  the  FTC  accepts  as  their  number  one  priority 
franchise  rule  violation  cases  only.  What  they  do  has  been  men- 
tioned earlier  already  today,  have  a  second  source  of  authority. 
They  have  a  broad  statutory  mandate  to  stamp  out  unfair  or  decep- 
tive acts  or  practices. 

We  have  seen  absolutely  nothing  done  in  this  area,  and  in  to- 
day's marketplace,  not  the  marketplace  of  the  1960's  and  1970's, 
franchisees  are  hurt  most  by  these  unfair  deceptive  acts  and  prac- 
tices. It  is  unfair  for  a  franchisor  to  induce  a  franchisee  to  invest 
to  create  a  business  and  then  to  tell  the  franchisee,  you  have  got 
to  litigate  or  you  have  got  to  arbitrate  in  my  hometown.  That  is  un- 
fair. 

It  is  unfair  for  a  franchisor  to  tell  a  franchisee,  invest  in  a  cre- 
ative business  and  we  are  going  to  put  a  competing  outlet  or  an- 
other point  of  distribution  nearby  where  it  will  negatively  impact 
your  sales,  and  technically,  as  has  been  pointed  out  this  morning, 
the  Federal  Trade  Commission  can  focus  on  these  deceptive  post- 
sale  practices.  However,  the  need  is  so  great  that  we  have  little 
confidence  that  the  Commission  would  be  effective  if  it  so  chose  to 
take  up  these  actions. 

As  a  matter  of  fact,  we  received  word  yesterday,  the  California 
Department  of  Corporations  finally  filed  a  multi-count  complaint  in 
Los  Angeles  County  Superior  Court  against  Speedy  Oil  Change,  the 
franchisor  in  New  Orleans  and  their  subfranchisors  in  California, 
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alleging  widespread  fraud  and  deceptive  practices  in  the  sale  of 
Speedy  franchises. 

Less  than  50  percent  of  all  the  people  who  ever  paid  an  initial 
franchise  fee  to  Speedy  have  never  opened  their  business.  That  is 
$5  million  in  initial  franchise  fees.  Where  was  the  FTC?  They 
signed  an  agreement.  The  franchisors  signed  an  agreement  with 
Mobil  Oil  giving  monstrous  kickbacks  to  the  franchisor's  principals. 
Where  was  the  FTC?  They  lost  their  trademark  for  2  years.  They 
kept  it  quiet.  Where  was  the  FTC?  This  is  a  national  company,  na- 
tional problems.  People  injured  nationally.  Where  was  the  FTC? 

It  is  amazing  that  an  industry  that  is  three-quarters  of  a  trillion 
dollars  in  sales  is  as  unregulated  as  franchising,  and  Congress  has 
got  to  take  action  to  provide  resources  for  the  FTC  to  enforce.  Your 
actions  are  going  to  not  only  reduce  a  franchisee's  risk,  but  will  im- 
prove the  value  of  franchising  for  the  entire  industry,  thereby  both 
franchisors  and  franchisees  will  benefit. 

Thank  you. 

Ms.  Lambert.  Thank  you,  Ms.  Kezios. 

[The  prepared  statement  of  Susan  P.  Kezios  follows:] 

Statement  of  Susan  P.  Kezios,  President,  American  Franchisee  Association 

Chairman  Swift  and  members  of  the  subcommittee:  My  name  is  Susan  P.  Kezios. 
I  am  president  of  the  American  Franchisee  Association  (AFA).  The  American 
Franchisee  Association  is  the  largest  franchisee  trade  association  in  the  United 
States  today,  representing  6,407  franchisees  who  own  13,123  outlets  in  60  different 
franchise  systems.  We  estimate  the  combined  gross  sales  of  AFA's  membership  ex- 
ceed $10  billion  annually. 

I  thank  you  for  the  opportunity  to  present  our  position  to  this  committee  on  the 
activities  of  the  Federal  Trade  Commission  (FTC)  in  the  regulation  of  the  franchis- 
ing industry. 

In  keeping  with  the  purpose  of  this  hearing  I  will  comment  on:  (1)  Why 
franchisees  have  little  faith  in  the  effectiveness  of  the  Federal  Trade  Commission 
in  its  enforcement  of  the  Trade  Regulation  Rule  ("rule")  on  Franchising  and  Busi- 
ness Opportunity  Ventures  (16  CFR  part  436);  and  (2)  how  some  franchisors  have 
exploited  serious  flaws  in  the  rule  not  just  to  their  benefit  but  to  their  franchisees' 
detriment.  Finally,  I  will  cite  specific  areas  in  which  the  nile  can  be  updated  to  im- 
prove the  entire  franchise  industry. 

After  listening  to  the  testimony  of  franchisees  who  are  appearing  here  today,  I 
hope  you'll  ask  yourself,  "Where  was  the  FTC  while  all  of  this  was  going  on?"  It 
will  be  evident  from  their  remarks  that,  despite  what  the  franchisor  industry  may 
tell  us  later,  franchising  has  been  largely  unregulated. 

The  Trade  Regulation  Rule  on  Franchising  and  Business  Opportunity  Ventures 
was  promulgated  in  1979  by  the  Federal  Trade  Commission,  based  on  1960's  market 
information.  It  was  crafted  to  address  the  dysfunctions  of  franchising  during  the 
1960's.  It  is  outdated  today  needing  not  only  revision  but  "teeth"  in  the  form  of  sub- 
stantive enforcement. 

The  real  problem  with  the  FTC  Rule  on  franchising  and  business  opportunity  ven- 
tures is  that  it  gives  the  appearance  of  government  regulation  without  any  reality — 
without  any  enforcement.  This  "appearance"  of  government  regulation  begins  the 
first  time  a  potential  purchaser  of  a  franchise  steps  into  a  franchise  or  business  op- 
portunity trade  show.  Fliers  similar  to  this  one  are  distributed  that  tell  the  poten- 
tial franchisee  that  there  are  laws  regulating  the  offer  and  sale  of  franchises.  What 
the  flier  doesn't  tell  the  potential  franchisee  is  that  these  protections  are  out  of  date, 
minimally  enforced  and  do  not  even  ensure  some  of  the  most  basic  information  to 
which  any  potential  investor  of  a  business  should  have  access. 

The  "appearance"  of  government  regulation  continues  when  the  potential 
franchisee  receives  the  franchise  offering  circular  with  an  FTC  cover  page  affixed 
to  the  front  and  typed  on  by  the  franchisor.  This  cover  page  states  in  part: 

"To  protect  you,  we've  required  your  franchisor  to  give  you  this  information.  We 
haven't  checked  it,  and  don't  know  if  it  is  correct." 

The  cover  page  then  deputizes  the  prospective  franchisee  by  concluding  with: 
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"If  you  find  anjrthing  you  think  may  be  wrong  or  anything  important  that's  been 
left  out,  you  should  let  us  know  about  it.  It  may  be  against  the  law." 

Once  a  franchisee,  what  does  an  individual  have  to  contend  with  when  they  fi- 
nally feel  a  need  to  contact  the  Federal  Trade  Commission?  A  bureaucracy  at  the 
FTC  that  actually  discourages  people  from  filing  complaints.  A  few  examples  from 
our  records: 

(1)  Complaints  must  be  written  down  and  forwarded  to  the  FTC.  Telephone  call 
complaints  used  to  be  logged  by  the  FTC — today  they  do  not  get  recorded. 

(2)  Complainants  are  told  they  need  a  large  number  of  similarly  situated  persons 
before  the  FTC  can  open  an  investigation.  Most  franchisees  have  been  isolated  from 
communicating  with  similarly  situated  franchisees  and  are  therefore  discouraged 
from  going  further  at  this  point. 

(3)  The  Commission  can  seek  monetary  redress  on  behalf  of  consumers  injured  by 
a  rule  violation  only  if  the  action  is  brought  within  3  years  of  the  date  of  violation. 
Franchisees  are  generally  not  aware  of  this  statute  of  limitations  until  they  call  the 
FTC  for  the  first  time. 

(4)  Most  people  who  get  to  the  point  of  approaching  the  FTC  have  an  immediate 
problem — they've  been  terminated,  evicted,  or  the  franchisor  is  in  other  ways  harm- 
ing their  business — and  their  next  phone  call  is  to  an  attorney.  They  do  not  follow 
through  with  their  FTC  complaint. 

(5)  Franchisees  find  that  they  have  no  right  to  sue  for  violation,  even  intentional 
violation,  of  the  FTC  Rule.  Only  the  FTC  itself  can  enforce  the  rule. 

Franchisees  often  are  not  experienced  businesspeople  when  they  first  purchase 
their  franchises.  In  fact,  they  acquire  franchises  precisely  because  they  realize  they 
lack  experience  in  running  a  particular  type  of  business.  They  are  consumers  of  the 
American  dream  of  entrepreneurship.  They  have  bought  into  the  dream  of  owning 
their  own  business  and  have  paid  some  money  to  someone  to  be  mentored  into  busi- 
ness. But  these  "consumers"  have  so  much  more  at  risk  than  the  consumer  who 
makes  a  one-time  purchase  of  a  pair  of  eyeglasses  or  a  used  car. 

Not  only  do  franchisees  invest  thousands  of  dollars  in  creating  their  businesses, 
they  continue  to  invest  in  the  first  critical  years  by  paying  tens  of  thousands  of  dol- 
lars in  the  form  of  royalty  and  advertising  fees  and  a  significant  amount  of  their 
own  time  and  their  family's  time. 

The  consumer  approach  taken  by  the  FTC  is  wholly  inadequate  in  dealing  with 
the  amount  of  money  and  time  invested.  You  cannot  publicly  sell  a  $15  stock  today 
without  the  SEC,  state  agencies  and  ultimately  the  courts  looking  over  your  every 
move.  Why  can  someone  invest  $5,000  to  $50,000  to  $150,000  of  their  savings  to  buy 
a  franchise  and  not  have  similar  enforcement  protections? 

Most  franchisees  have  little  faith  in  the  FTC's  ability  to  resolve  their  problems, 
as  these  excerpts  from  letters  in  our  files  indicate: 

(1)  Freshens  Premium  Yogurt  franchisee  (March  8,  1993):  "We  have  called  the  FTC 
for  assistance  in  our  case,  but  were  not  encouraged  by  the  conversation.  I  was  told 
that  they  would  not  even  consider  reviewing  the  situation  unless  a  large  number 
of  franchisees  were  involved.  When  asked  what  was  considered  large,  they  did  not 
have  an  answer.  They  were  also  very  vague  on  what  t5T)e  of  documents  were  needed 
from  us  to  initiate  an  investigation." 

(2)  Furniture  Medic  franchisee  (April  18,  1994):  "I  am  now  stuck  with  no  recourse 
except  to  appeal  to  the  FTC  to  investigate  the  situation.  I  understand  that  for  sev- 
eral reasons,  the  FTC  does  not  make  timely  investigations  into  allegations  it  re- 
ceives, and  I'm  sure  the  management  of  Furniture  Medic  knows  this,  and  is  con- 
fident they  can  continue  their  business  practices  without  penalty." 

(3)  McDonald's  franchisee  (July  18,  1994):  "Based  on  past  complaints  you  should 
be  aware  that  I  am  concerned  that  the  FTC  serves  no  useful  purpose,  as  all  I  have 
ever  heard  (from  FTC  representatives)  is  we're  too  busy  and  do  not  have  time  to 
review  any  complaints  against  McDonald's." 

(4)  Pizza  Chef  and  Senor  Salsa's  franchisee  (May  11,  1993):  "I  tried  calling  the 
FTC  to  get  them  involved  but  was  told  by  both  the  Marketing  Practices  and 
Consumer  Protection  Bureaus  that  they  are  too  busy  and  that  they  weren't  inter- 
ested." 

With  regard  to  this  last  letter,  the  FTC  did  bring  an  action  against  Pizza  Chef 
and  Senor  Salsa  in  May  of  1994,  after  the  chain  had  already  been  exposed  by  the 
press.  It  was  one  of  perhaps  a  handful  of  cases  that  were  brought  against  sub- 
stantive franchisors,  in  other  words,  companies  that  weren't  on  the  brink  of  bank- 
ruptcy— what  we  in  the  industry  would  consider  the  weaklings  or  the  seamiest  ex- 
amples of  fraudulent  franchisor  behavior. 

The  action  that  the  FTC  took  against  Coverall  earlier  this  year  is  another  case 
that  we  would  consider  substantive. 
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However,  many  of  the  recent  actions  taken  by  the  FTC  have  been  against  compa- 
nies that  have  been  lone  been  under  scrutiny.  The  1993  GAO  report  cites  only  30 
FTC  suits  involving  its  franchise  rules  over  a  9-year  period.  Gingiss  Formal  Wear, 
Snelling  &  Snelling,  Speedy  Sign-0-Rama  and  Success  Motivation  Institute  (SMI) 
immediately  come  to  mind.  In  the  latter  instance  it  took  the  FTC  almost  10  years 
to  take  action  against  SMI  for  violating  earlier  injunctions. 

The  1993  GAO  report  also  shows  the  FTC  to  have  spent  two-thirds  of  its  time 
investigating  business  opportunities  rather  than  franchisors.  Siniply  because  a  com- 
pany is  older,  larger,  or  has  greater  brandname  recognition  with  the  public  than 
smaller,  lesser-known  franchisors  and  business  opportunities  should  not  exempt  it 
from  scrutiny  by  the  FTC  and  enforcement  of  the  franchise  rule.  It  seems  that  if 
the  pattern  of  problems  is  too  extensive,  as  they  often  are  with  some  of  the  older 
and  larger  franchisors,  the  FTC  declines  to  take  action  citing  its  limited  enforce- 
ment resources. 

The  15  States  that  have  specific  franchise  sale  disclosure  laws  have  cut  back  on 
their  enforcement.  Just  as  complaints  about  franchising  abuses  are  getting  louder 
and  more  frequent.  State  enforcement  officials  cite  budget  constraints  or  cutbacks 
for  their  weakening  enforcement  efforts. 

In  California  where  2,650  franchisors  are  registered  to  do  business  only  one  crimi- 
nal case  in  franchising  has  been  filed  during  the  past  3  years,  compared  with  8  such 
cases  filed  in  1989  alone.  Also  off  sharplv  in  California  is  the  number  of  new  "desist 
and  refrain"  orders  issued  against  franchisors  for  such  infractions  as  failing  to  give 
required  documents  to  prospective  franchisees.  Such  orders  totaled  13  in  1992,  com- 
pared with  22  in  1991  and  31  in  1990. 

When  franchisees  are  given  the  required  disclosure  documents,  the  information 
provided  is  often  inadequate,  erroneous  or  often  just  missing  altogether.  Let  me  give 
you  just  four  examples: 

(1)  List  of  Current  and  Former  Franchisees  (Item  20):  While  a  list  of  current 
franchisees  is  required  under  the  rule,  some  well-known  franchisors  decline  to  pro- 
vide the  complete  list.  Some  cite  the  great  number  of  franchisees  within  their  sys- 
tem as  the  reason.  Others  state  that  they  are  exempt  from  releasing  the  entire  fran- 
chise owner  list  under  a  particular  state  sales  law.  The  end  result  is  the  same — 
potential  franchisees  are  handed  a  list  of  select  franchisees  to  contact. 

In  some  chains  persons  who  have  already  left  the  franchise  for  whatever  reason 
continue  to  be  listed  as  current.  Wlien  pressed  for  an  answer  the  franchisor  states 
that  they  are  assisting  in  the  resale  of  the  franchisee's  area  or  territory  and  that 
person  is  merely  "inactive."  The  end  result  is  that  the  franchisor  "uses"  the  former 
franchisee  to  purposely  hide  failures,  representing  to  potential  purchasers  a  greater 
number  of  current  franchisees  than  actually  exist. 

And  while  a  list  of  former  franchisees  for  the  preceeding  3  years  is  required  under 
the  rule,  this  is  totally  inadequate.  A  pattern  ot  turnover  or  "churning"  of  franchise 
locations  or  areas  is  hard  to  determine  with  just  3  years  of  data. 

Further,  some  settlement  agreements  and  increasingly  initial  franchise  agree- 
ments now  prohibit  former  franchisees  from  discussing  any  aspect  of  their  franchise 
experience  with  anyone  outside  the  system.  This  totally  circumvents  the  intent  of 
the  FTC  and  other  state  disclosure  rules  regarding  inclusion  of  former  franchisees 
in  the  document. 

(2)  Litigation  (Item  3):  Under  the  FTC  Rule  franchisors  are  required  to  disclose 
all  pending  relevant  administrative,  criminal  or  material  civil  actions.  The 
franchisor  determines  what  litigation  is  material  and,  thereby,  included  in  the  docu- 
ment. 

Many  franchise  agreements  include  mandatory  arbitration  provisions.  Because  ar- 
bitration is  private,  with  the  resulting  decisions  not  creating  any  precedents,  the 
fact  that  the  arbitration  occurred  plus  knowledge  gained  from  the  experience  of  an 
arbitration  proceeding  is  not  required  to  be  disclosed. 

(3)  Renewal  (Item  17):  What  happens  at  the  end  of  your  10  or  20  year  franchise 
agreement?  The  potential  franchisee  is  told,  "don't  worry,  we'll  renew."  However, 
upon  signing  a  franchise  agreement  today,  you  also  agree  to  sign  the  "then  current 
form  of  franchise  agreement"  at  the  end  of  the  10  or  20  year  franchise  term.  Neither 
you,  nor  the  franchisor  know  what  that  agreement  will  contain.  Your  franchisor  or 
some  unknown  successor  franchisor  has  the  sole  discretion  to  create  a  radically  dif- 
ferent franchise  agreement  upon  renewal,  often  with  materially  different  financial 
and  operational  terms. 

(4)  Earnings  Claims  (Item  19):  Under  the  FTC  Rule,  a  franchisor  can  voluntarily 
provide  written,  documented  information  on  how  well  franchisees  have  done  in  the 
past  or  how  much  a  new  franchisee  is  likely  to  earn.  A  recent  study  showed  that 
86  percent  of  franchisors  choose  not  to  provide  this  basic  information  to  a  potential 
purchaser.  In  fact,  during  the  sales  process  potential  franchisees  are  told  that  the 
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government  "prohibits"  the  franchisor  from  making  any  such  claims.  This  is  an  obvi- 
ously untrue  but  often  used  statement  used  during  the  franchise  sales  process. 

As  you  might  imagine,  verbal  or  hastily  scribbled  earnings  claims  are  frequently 
provided  to  potential  purchasers  fraudulently.  Once  made  in  this  "undocumented" 
manner,  the  franchisor  documents  via  an  integration  clause  within  the  franchise 
contract  itself  that  the  franchisee  has  not  relied  on  any  representations  other  than 
what  was  provided  in  the  offering  circular  and  franchise  agreement.  "How  much 
money  can  I  make?"  is  exactly  the  question  a  potential  purchaser  asks  and  has  a 
right  to  know  prior  to  investing  to  create  a  business.  Not  requiring  this  information 
of  franchisors  is  a  fatal  flaw  in  the  goal  of  the  FTC  Rule — to  provide  full  disclosure. 

Federal  law  currently  deprives  franchisees  of  the  right  to  pursue  their  own  com- 
plaints for  violations  of  the  Franchise  Rule.  Franchisees  can  seek  recourse  only 
through  either:  (1)  The  FTC's  bringing  a  complaint  in  Federal  court  or  other  FTC 
actions  against  franchisors;  (2)  state  enforcement  action;  or  (3)  private  action  under 
other  consumer  protection  or  fraud  statutes  or  a  breach  of  contract  action  under  the 
franchise  agreement. 

It  is  the  very  absence  of  effective  FTC  Rule  enforcement  that  underlies  the  efforts 
of  the  American  Franchisee  Association  (AFA)  and  others  to  support  the  legislation 
introduced  by  Congressman  John  LaFalce  each  year  since  1992  that  seeks  to  raise 
the  minimum  standards  of  disclosure  requirements  for  franchisor  corporations  and 
also  provide  for  a  private  right  of  action  for  franchisees  (H.R.  2596). 

A  private  right  of  action  would  at  least  allow  franchisees  to  overcome  repeated 
pleadings  of  limited  FTC  and  state  resources  to  pursue  a  franchisee's  case.  It  would 
also  allow  franchisees  to  proceed  independently,  where  possible,  against  franchisors. 

While  many  problems  remain  to  be  resolved  regarding  disclosure,  the  critical  is- 
sues for  current  franchisees  involve  abuses  within  the  ongoing  franchise  relation- 
ship. Unfortunately,  we  hear  from  current  franchisees  that  the  FTC  accepts  as  their 
#1  priority  franchise  rule  violation  cases  only.  If  the  nature  of  a  franchisee's  com- 
plaint hints  at  the  relationship  between  the  franchisor  and  franchisee  after  the  sale, 
the  FTC  declines  to  take  action.  This  is  curious  for  an  agency  that  is  charged  with 
regulating  "unfair  or  deceptive  acts  or  practices." 

Is  it  unfair  for  a  franchisor  to  induce  a  franchisee  to  invest  to  create  a  business 
and  then  put  up  a  new  outlet  or  point  of  distribution  to  directly  compete  with  its 
own  franchisee?  Of  course  it  is. 

Is  it  unfair  for  the  franchisor  to  induce  a  franchisee  to  invest  to  create  a  business 
and  then  refuse  to  allow  the  franchisee  to  sell  the  store  to  anyone  other  than  the 
parent  company?  Of  course  it  is. 

Is  it  unfair  for  the  franchisor  to  induce  a  franchisee  to  invest  to  create  a  business 
and  then  have  them  sign  an  agreement  in  which  they  give  up  the  legal  protections 
of  their  own  home  State?  Of  course  it  is. 

Technically  the  FTC  can  focus  on  these  deceptive  post-sale  practices.  However,  the 
need  is  so  great  in  this  area  alone  that  we  have  very  little  confidence  the  Commis- 
sion would  be  effective  if  it  chose  to  take  up  enforcement  of  these  types  of  relation- 
ship issues. 

It  is  amazing  to  think  that  an  industry  that  claims  close  to  a  trillion  dollars  in 
annual  revenue  is  as  unregulated  as  is  the  franchise  industry  today.  In  the  1950's, 
when  automobile  dealerships  were  the  dominant  form  of  franchising,  Congress 
passed  the  Automobile  Dealers'  Day  in  Court  Act  (1956).  In  the  1970's,  when  gaso- 
line stations  became  another  dominant  form  of  franchising,  Congress  passed  the  Pe- 
troleum Marketing  Practices  Act  (1978).  In  the  1990's,  business  format  franchising 
is  the  dominant  form  of  franchising. 

Congress  must  take  action  to  provide  the  resources  necessary  for  the  FTC  to  do 
its  job  and  enforce  its  Trade  Regulation  Rule  on  Franchising  and  Business  Oppor- 
tunity Ventures.  Your  action  will  reduce  a  franchisee's  risks  and  thereby  increase 
the  value  of  franchising  for  an  entire  industry.  Thus,  both  franchisors  and 
franchisees  benefit. 

Ms.  Lambert.  Ms.  Deal. 

STATEMENT  OF  ROSEMARIE  B.  DEAL 

Ms.  Deal.  Good  mornmg,  Madam  Chairwoman,  subcommittee 
members  and  guests.  My  name  is  Rosemarie  Deal  and  I  reside  in 
Cherry  Hill,  New  Jersey. 

I  am  a  member  of  both  the  American  Franchise  Association  and 
the  American  Association  of  Franchisees  and  Dealers.  I  am  also  a 
former  Decorating  Den  franchisee.  Contained  in  my  statement  is  a 
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brief  history  of  Decorating  Den  Systems  Inc.,  commonly  referred  to 
as  DDSI  in  the  industry. 

The  president  of  DDSI,  James  S.  Bugg,  Sr.,  was  ratified  as  the 
chairman  of  the  International  Franchise  Association  in  February  of 
1994.  Jim  Bugg  as  chairman  of  the  IFA  reports  a  94  percent  fran- 
chise success  rate,  but  Jim  Bugg  as  president  of  Decorating  Den 
aggressively  defends  his  critics  for  the  extraordinary  high  failure 
rate  of  franchises  that  exist  in  his  own  company. 

I  am  here  today  to  tell  you  briefly  facts  that  I  have  included  in 
my  submitted  written  statement  that  involve  several  issues.  I  pur- 
chased a  Decorating  Den  franchise  in  September  of  1987  and  al- 
though I  did  receive  a  disclosure  document,  which  I  later  found 
through  my  attorney  was,  you  know,  based  upon  the  regulations  by 
the  Federal  Trade  Commission,  I  might  add  that  I  did  not  receive 
a  list  of  franchisees,  and  that  also  there  was  no  way  to  confirm  the 
information  that  was  contained  in  this  UFOC. 

In  researching  the  areas  of  franchising,  and  particularly  with  re- 
gard to  Decorating  Den,  there  was  very  little  information  available 
in  the  private  sector  to  confirm  the  information  that  was — for  in- 
vestors prior  to  making  an  informed  decision  to  invest  their  money 
in  a  franchise  opportunity  before,  rather  than  after  the  fact  of  that 
investment. 

In  my  own  particular  case,  I  discovered  that  two  undisclosed 
former  Decorating  Den  franchisees  in  my  territory  had  created  bad 
will  towards  the  company,  and  more  importantly,  that  DDSI  had 
permitted  one  of  those  former  owners  to  continue  to  operate  her 
own  interior  decorating  business  in  violation  of  DDSI's 
noncompetition  clause,  and  had  permitted  her  to  retain  four  of  the 
former  Decorating  Den  telephone  numbers  to  generate  business  for 
herself  That  was  all  to  the  detriment  of  my  franchise. 

Additionally,  I  discovered  that  DDSI  had  not,  in  fact,  created  a 
substantial  goodwill  associated  with  its  trade  name  or  created  a  de- 
mand for  its  product,  and  that  the  price  structure  of  its  approved 
suppliers  were  based  on  a  60  percent  mark  up  and  are  not  exclu- 
sive to  Decorating  Den,  rendering  Decorating  Den  franchises  highly 
competitive.  There  are  just  a  few  of  the  areas  that  is  not  included 
in  disclosure  documents  and  it  is  not  until  after  you  are  involved 
with  the  company  that  you  find  these  seriously  lacking  matters. 

The  second  issue  is  that  I  retained  an  attorney  after  I  discovered 
all  of  the  mismanagement  and  misrepresentations  with  regard  to 
a  Decorating  Den  franchise.  I  paid  a  retainer  fee  of  $5,000,  and 
then  later  discovered  that  he  has  an  interest  in  a  franchise  market- 
ing company  whose  list  of  franchise  clients  includes  Decorating 
Den,  although  neither  he  nor  his  associate  who  referred  me  to  him 
ever  disclosed  this  gross  conflict  of  interest.  The  facts  concerning 
this  matter  are  fully  set  forth  in  my  statement. 

The  third  issue  concerns  my  discovery  that  the  Federal  Trade 
Commission  was  highly  desirous  of  instituting  enforcement  pro- 
ceedings against  DDSI  for  Federal  violations  under  the  trade  regu- 
lation rule  for  fraudulent  and  deceptive  business  practices. 

I  worked  with  the  FTC  from  approximately  May  1,  1989,  at- 
tempting to  gather  sufficient  essential  proof  evidencing  the  validity 
of  the  Federal  violations  and  locating  the  Decorating  Den 
franchisees  who  possess  the  necessary  factual  information  to  estab- 
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lish  adequate  case  law  precedence  in  order  to  institute  enforcement 
proceedings  against  DDSI. 

In  May  of  1992,  I,  under  a  Freedom  of  Information  Act  request, 
I  received  documents  from  the  FTC  regarding  DDSI  indicating  that 
in  January  1990  a  full  scale  investigation  had  begun  looking  into 
the  activities  of  their  business  and  marketing  practices. 

Other  documents  that  were  included  in  that  packet  indicated 
that  certain  items  that  were  required  at  the  beginning  of  this  in- 
vestigation were  deferred  in  January  of  1992  when  the  FTC  ad- 
vised DDSI  that  their  inquiries  really  boiled  down  to  two  issues. 

One,  the  definition  of  what  constituted  a  first  personal  meeting, 
and  secondly,  the  timing  of  disclosure  documents  to  prospective 
franchisees.  All  the  other  issues  that  they  had  addressed  with  re- 
gard to  the  number  of  franchisees  and  the  reasons  if  they  were  no 
longer  operating  their  franchises  had  completely  been  eliminated. 

I  discovered  during  this  research,  I  had  discovered  numerous  ties 
between  Decorating  Den,  James  Bugg  and  the  White  House  which 
is  outlined  in  my  written  statement,  but  briefly,  they  consist  of  a 
memo  to  the — to  DDSFs  public  relations  person  inviting  her  to  a 
meeting  with  President  Reagan  at  that  time,  but  other  instances 
where  Carol  Bugg,  who  is  Director  of  Design  of  DDSI  had  created 
fabric  collections  for  not  only  Barbara  Bush,  but  Hillary  Clinton  as 
well. 

The  fifth  issue  is  that  in  calling  and  writing  to  other  Decorating 
Den  franchisees,  I  discovered  that  the  majority  of  those  owners, 
hundreds  of  them  I  might  add,  were  already  former  Decorating 
Den  franchisees  who  will  be  paying  loans  on  their  investments  for 
a  franchise  for  years  to  come  or  have  already  gone  bankrupt  and 
lost  almost  everything,  or  alternatively,  had  already  lost  every- 
thing. 

Those  facts  are  clearly  substantiated  in  a  McCall's  article  that 
was  published  in  February  1994,  and  the  title  of  that  article  is 
"The  Inside  Story."  They  had  a  flair  for  decorating  and  dreamed  of 
their  own  business,  but  when  they  gambled  on  Decorating  Den 
franchises,  they  lost  more  than  their  money.  And  it  is  called  "Shat- 
tered Dreams,  Women  Who  Lost  Almost  Ever3rthing." 

That  is  approximately  an  eight-page  article  that  confirms  many 
of  the  stories  that  I  heard  from  those  hundreds  of  women  that  I 
spoke  to  and  it  documents  the  stories  that  we  heard  over  and  over 
insofar  as  Decorating  Den's  failure  rate  and  what  they  had  put 
their  franchisees  through. 

Another  backup  to  that  documentation  is  the  synopsis  of  a  pro- 
posed article  submitted  to  success  magazine  by  an  investigative  re- 
porter dated  January  of  1990  which  is  also  included  in  my  state- 
ment. 

Lastly  and  in  conclusion,  the  question  that  I  posed  to  Congress- 
man LaFalce's  committee  when  I  wrote  to  him  was  based  upon  the 
factual  remarks  that  are  made  in  my  statement.  Could  the  problem 
of  fraudulent  and  deceptive  business  practices  and  abuses  em- 
ployed by  DDSI  in  the  treatment  of  its  franchisees  and  DDSI's  con- 
nections with  the  White  House  and  other  government  officials  be 
of  a  political  nature?  And  if  so,  what  steps  can  be  taken  to  cure 
this  gridlock?  And  if  the  situation  is  not  of  a  political  nature,  then 
what  explanation  can  be  given  for  the  FTC's  obvious  disinterest  in 
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pursuing  enforcement  based  upon  the  facts  that  I  had  previously 
submitted  to  them? 

I  am  certain  that  the  information  that  I  provided  to  the  FTC  was 
sufficient  to  bring  enforcement  proceedings  against  DDSI,  and 
frankly  I  am  still  puzzled  as  to  their  decision  and  wonder  under 
what  circumstances  that  decision  may  have  gone  the  other  way. 

I  respectfully  request  that  this  subcommittee  seriously  consider 
the  facts  presented  today  and  determine  exactly  what  remedies  are 
needed  to  be  taken  to  combat  franchise  abuses,  especially  by  DDSI, 
but  by  all  franchisors  through  passage  of  legislation  that  will  pre- 
vent this  type  of  outrageous  behavior  to  go  on  in  the  first  place,  let 
alone  allowing  it  to  continue  for  over  a  decade. 

Thank  you  for  giving  me  the  opportunity  to  present  these  facts. 

Ms.  Lambert.  Thank  you,  Ms.  Deal,  for  sharing  your  story  with 
us. 

[The  prepared  statement  of  Rosemarie  B.  Deal  follows:] 
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ROSEMARIE  B.  DEAL 

43  Harding  Avenue 

Cherry  Hill,  New  Jersey  08002 


Re:        Decorating  Den  Systems,  Inc.  (DDSI) 
7810  Woodmont  Avenue,  Suite  200 
Bethesda,  MD  20814 
James  S.  Bugg.  Sr.,  President 

Dear  Committee  Members  and  Guests 

It  IS  my  understandmg  that  the  purpose  of  the  hearing  before  this  Subcommittee  is  to  explore  the 
activities  ofthe  Federal  Trade  Commission  (FTC)  in  the  regulation  of  the  franchising  industry 
and.  as  such,  by  relaying  my  own  personal  experiences  as  a  former  franchisee  in  the  franchising 
industry  and  with  the  FTC,  I  hope  that  I  can  provide  you  with  some  important  details  and  insights 
into  both  of  these  subjects 

For  the  record,  my  name  is  Rosemarie  Deal,  I  reside  in  Cherry  Hill,  NJ,  and  1  have  recently 
resumed  my  former  professional  career  as  a  paralegal  in  a  law  firm  in  my  area    Prior  to  resuming 
my  career,  however.  I  have  been  involved  with  Decorating  Den  Systems,  Inc  since  July  of  1987 
in  one  form  or  another,  but,  the  shortest  period  of  these  past  seven  years  has  been  as  an  operating 
Decorating  Den  franchisee    The  majority  ofthe  past  six  years  has  been  spent  in  attempting  to 
bnne  the  truth  ofthe  real  status  of  this  fi-anchisor  to  the  attention  ofthe  FTC,  other  governmental 
officials,  the  media  and,  more  importantly,  to  the  many  Decorating  Den  franchisees  who  have 
been  powerless  to  exercise  their  right  to  be  heard    I  consider  myself  to  be  one  ofthe  more 
fortunate  former  franchisees  because  the  facts  surrounding  my  ownership  clearly  demonstrate  the 
fault  ofthe  failure  of  my  franchise  to  rest  solely  with  this  franchisor 


Background  ofthe  Franchisor: 

Before  addressing  the  issues  at  hand,  it  may  be  helpful  for  you  to  know  a  brief  background  of 
this  particular  franchisor.  Decorating  Den  Systems,  inc  ,  commonly  referred  to  in  this  industry  as 
"DDSI",  and  its  president,  James  S  Bugg,  Sr.  (Jim  Bugg) 

According  to  DDSI's  Uniform  Franchise  Offering  Circulars,  DDSI  has  been  franchising  home- 
based  shop-at-home  intenor  decorating  products  and  services  franchises  since  1970,  when  it  was 
founded  by  Steve  and  Valene  Bursten  in  Indianapolis,  IN    Jim  Bugg,  who  had  formerly 
franchised  such  companies  as  Century  21  real  estate,  joined  forces  with  the  Burstens  in  1984 
when,  according  to  Nations  Business,  the  "company  had  flirted  with  bankruptcy  during  the  early 
'80's  " 

Jim  Bugg  bought  out  the  Burstens  in  January,  1988  and  he  subsequently  moved  DDSI's 
headquarters  from  Indianapolis,  IN  to  Bethesda,  MD  when,  according  to  many  publications, 
DDSI  had  "just  over  100  franchises,"  who  were  operating  their  franchises  out  of  DDSI's  umque 
"ColorVan "  concept,  or  as  DDSI's  promotional  materials  indicate,  "The  Colorful  Store  That 
Comes  to  Your  Door,"  bringing  with  it  more  than  5,000  samples  of  fabric,  wallcovering, 
carpeting  and  flirniture 

Background  of  Jim  Bugg: 

Insofar  as  Jim  Bugg  is  concerned,  DDSI's  March,  1994  News  Rally  newsletter,  indicates  in  part: 

"Jim  Bugg,  Sr  Elected  to  Chairman  ofthe  International 
Franchise  Association  (IFA)' 
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Our  heaniest  congratulations  go  to  our  very  own  Jim  Bugg,  Sr  for  his  recent 
election  as  chairman  of  the  IFA'  The  big  day  was  February  16th  [1994],  and 
we  couldn't  be  prouder 

As  chairman  of  the  IFA,  Jim  Bugg  not  only  represents  Decorating  Den  but 
franchising  as  a  whole    Jim  has  worked  long  and  hard  with  the  IFA  develop- 
ing new  programs  and  initiatives  to  fijrther  develop  the  franchising  community 

Over  the  last  several  years,  Jim  has  served  as  trustee  on  the  IFA's  Educational 
Foundation  as  Chairman  of  the  long  range  planning  committee    In  1990  and 
1991,  he  chaired  the  IFA's  Women  &  Minorities  Committee  and  Marketing  and 
Public  Relations  Committee    He  was  appointed  by  former  Secretary  of  Commerce, 
Robert  Mosbacher,  to  the  Commerce  Department's  Minonty  Enterpnse  Develop- 
ment Advisory  Council  (MED AC)  throughout  1990  and  1991 

It  IS  leadership  abilities  such  as  these  that  has  brought  Decorating  Den  to  the 
franchising  limelight    Congratulations,  Jim  " 

Some  of  Jim  Bugg's  comments  in  the  same  newsletter  regarding  this  appointment,  indicates  in 
pan 

"There  is  no  honor  that  men  can  receive  higher  than  that  of  being 
elected  by  his  peers  to  serve  them    Being  confirmed  by  the  IFA 
at  the  Las  Vegas  1994  conference  was  an  honor  that  I  shall  always 

chensh 

I  personally  want  to  thank  every  member  of  Decorating  Den  for  their 
support  and  their  cooperation  that  has  enabled  us  to  be  the  leader  in 
our  industry    I  will  do  my  best  to  make  you  proud  of  me  as  Decorating 
Den's  President  and  as  Chairman  of  the  IFA  " 

In  contrast  to  those  remarks,  however,  submitted  with  this  statement  are  the  comments  of  an 
investigative  reporter  who  was  hired  by  Success  magazine  to  inquire  into  the  true  status  of  DDSI 
dated  January  19,  1990.  which  investigation  continued  for  several  months  thereafter  and  was  to 
have  been  the  basis  of  an  article  in  that  magazine,  but  that  article  remains  unpublished  and 
languishes  in  the  offices  of  Success  magazine 

This  reporter's  comments  concerning  DDSI.  indicate  in  part 

"It  IS  obvious  from  my  investigation  so  far  that  DDSI  is  not  an  ideal  company, 
or  anything  close  to  it  What  it  is,  rather  is  a  very  good  idea  which  is  not 
(intentionally  or  unintentionally)  well  developed    The  franchisees  (and  their 
representatives)  I  have  spoken  to  all  seem  to  have  entered  into  the  franchise 
with  a  great  deal  of  energy,  determination,  and  money,  many  of  these  people 
were  successRil  m  business  beforehand,  others  trained  professionals,  still 
others  untrained  but  bright  and  resourceful    They  have  all  come  out  disap- 
pointed and  with  great  losses,  a  lot  of  anger  and  some  shame    While  they  all 
had  ditTcrent  specific  causes  for  leaving  the  company,  they  all  shared  the 
common  belief  that  the  concept  behind  DDSI  was  a  great  one,  but  the  com- 
pany Itself  through  greed  and  mismanagement  had  destroyed  it  "  (Page  1 
paragraph  1  ) 

Of  particular  note,  is  this  reporter's  comments  concerning  Jim  Bugg,  indicating  in  part 

"There  are  several  shady  elements  and  associations  to  this  franchise  which 
deser\e  examination    Some  people  who  are  affiliated  with  DDSI  have  poor 
past  records,  including  Bugg  himself    In  1969,  Bugg  was  fined  by  the  FTC 
while  working  as  a  sales  director  for  selling  used  and  reconditioned  Kirby 
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vacuum  cleaners  as  new    Maurice  Stans,  who  is  an  affiliate  advisor,  was 
implicated/associated  in  the  Watergate  Scandals's  Creep    "  (Page  3,  last 

paragraph  ) 


DDSl/Bugg/TheWhite  House  Connection: 

Notwithstanding  these  "shady  elements  and  associations  to  this  franchise  which  deserve 
examination,"  however,  is  the  fact  that  then  President-Elect  George  Bush  appointed  Jim  Bugg  as 
the  Vice-Chair  of  the  Entrepreneurs  for  the  Bush-Quayle  Coalition,  which  appointment  was 
announced  in  Wallcoverings  magazine,  which  indicates  in  part: 

"George  Bush  Appoints  Decorating  Den  Executive  to  New  Post 

President-elect  George  Bush  has  named  James  S.  Bugg,  President  of 
Decorating  Den  Systems,  Inc.  as  vice-chair  of  the  Entrepreneurs  for 
Bush-Quayle  Coalition,  which  will  focus  attention  on  the  President- 
elect's strong  positions  on  issues  related  to  entrepreneurs  and  small 
business 

The  heros  of  our  great  economic  expansion  of  the  last  six  years  have 
been  our  entrepreneurs,  and  I  want  to  encourage  the  entrepreneunal 
spirit  that  is  the  source  of  so  many  new  jobs  in  America,'  Bush  said 
during  his  announcement  of  the  national  leadership  of  the  coalition 

Bugg  whose  company  is  the  largest  interior  decorating  franchise  in 
America,  said  he  is  honored  by  the  appointment    The  favorable 
economic  climate  over  the  last  decade  has  ushered  in  a  new  age  for 
the  entrepreneur    Small  business  is  booming,  especially  for  women, 
who  are  now  starting  their  own  businesses  at  two  to  three  times 
the  rate  of  men    In  just  four  years.  Decorating  Den  has  grown  from 
just  over  100  franchises  to  nearly  800  today.  98%  of  our  franchise 
owners  are  women,  and  I  firmly  believe  a  George  Bush  presidency 
will  ensure  that  the  climate  for  small  business  remains  strong  and 
healthy 

'Several  years  back,  I  started  a  small  oil  drilling  company  in  Texas, 
and  1  know  what  it  is  like  to  try  to  build  something  m  the  private 
sector,  to  take  risks,  to  meet  a  payroll,  to  fail  and  to  succeed,' 
said  Bush    'So  I  am  proud  and  honored  to  have  the  support  of 
this  distinguished  group  of  entrepreneurs    I  look  forward  to 
working  together  to  protect  and  strengthen  an  economic  climate 
in  which  sound  businesses  can  be  started,  grow  and  generate 
new  jobs '" 

Strangely,  however,  when  I  requested  that  Corporate  Intelligence  Research,  Inc  (CIR)  do  a 
database  search  for  establishment  media  sources  of  this  appointment  and/or  the  Entrepreneurs  for 
the  Bush-Quayle  Coalition,  I  was  advised  by  letter  from  CIR  dated  December  8,  1989,  indicating 
in  pan 

"I  searched  in  the  Nexis/dnni  library  and  the  Dow  Jones  retrieval  system 
for  the  following  entities  Entrepreneurs  for  the  Bush-Quayle  Coalition 
(and  vanations  on  that  name)    As  we  have  already  discussed,  my  searches 
did  not  produce  any  articles  reporting  on  the  Entrepreneurs  for  the  Bush- 
Quayle  Coalition" 

Obviously,  there  must  be  a  very  good  reason  for  all  of  the  secrecy  surrounding  this  Coalition  by 
the  establishment  media,  in  view  of  the  fact  that  this  announcement  appeared  in  a  trade 
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publication,  and  the  fact  that  DDSI  takes  every  opportunity  for  advantageous  publicity    When  I 
telephoned  the  editor  of  Wallcoverings  magazine  he  disclosed  that  this  information  was 
submitted  to  the  publication  by  way  of  a  Press  Release  from  either  The  White  House  or  Decora- 
ting Den.  but  he  could  not  recall  which  of  the  two  was  the  originating  source. 

Likewise,  there  are  a  number  of  other  connections  involving  DDSI,  The  White  House,  George 
Bush.  Hilliary  Clinton,  and  other  governmental  officials  including,  but  not  limited  to,  the 
following 

•  A  Mailgram  from  The  White  House  dated  November  12,  1987,  directed  to  Patti 
Coons,  DDSI's  Vice  President  of  Corporate  Communications,  indicating  in  pan 

"The  office  of  political  affairs  invites  you  to  attend  a  briefing 
with  the  President  [Reagan]  on  Monday,  November  23.  1987 
from  12  00  noon  to  1  45  P  M  ,  in  Room  450  of  the  Old  Execu- 
tive Building    In  addition  to  the  President,  Cabinet  Members 
and  key  administration  officials  will  address  the  upcoming 
Summit  with  Gorbachev  and  other  current  topics  facing  the 
administration  "  (''') 

•  DDSI's  1988  Christmas  card,  accompanied  by  a  pnnt  of  Canadian  geese  by  Jim  Bugg, 
indicates  in  part    "Jim's  reputation  as  a  wild  life  artist  is  well  known  in  this  area,  and 
aside  from  his  paintings  in  our  national  office,  several  of  Jim's  paintings  are  displayed 
in  government  offices 

•  Several  computer  generated  print-outs  of  articles  regarding  DDSI  obtained  through 
CIR  indicate  an  SIC  number  for  DDSI  as  "8910"  which  Dun  &  Bradstreet  advised 
me  is  "Government  related  and/or  Unclassified,"   whereas  other  sources 
indicate  an  SIC  number  for  DDSI  as  "6794"  Franchises,  selling  or  licensing,  or 
"7389"   Business  Services 

•  Jim  Bugg  announced  at  DDSI's  Meeting  held  onFebruary  23-25,  1990,  that  he  had 
been  asked  by  President  Bush  to  serve  on  the  Committee  on  Minorities  in  Business 

•  DDSI's  major  public  relations  projects  for  1990  and  1991  included  The  First  Lady's 
Luncheons  held  on  May  16,  1990  and  April  17,  1991,  at  the  Omni  Shoreham  Hotel  in 
Washington,  D  C  ,  where  a  fabric  collection  designed  by  Carol  Bugg,  the  wife  of  Jim 
Bugg  and  DDSI's  Director  of  Design,  "The  First  Lady's  Tribute"  to  honor  Barbara  Bush, 
and  available  exclusively  through  Decorating  Den  franchises,  was  showcased  in  the 
tablecloths  and  napkins  provided  by  DDSI 

•  The  creation  of  the  fabric  which  was  used  at  the  1994  First  Lady's  Luncheon  honoring 
Hillary  Rodham  Clinton 

Background  of  the  former  Deal's  Decorating  Den: 

My  own  association  with  DDSI  began  in  July  of  1987,  when  1  staned  the  several-step  interview 
process  with  DDSI's  regional  director  for  the  Penn-Jersey  region    During  this  interview  process, 
she  presented  me  with  various  newspapers  and  magazine  articles  alluding  to  possible  potential 
earnings  and  to  the  success  rate  of  Decorating  Den  franchises    More  specifically,  she  showed  me 
a  local  newspaper  article  indicating  that  in  this  region,  "Annual  sales  continue  to  run  at  least 
5100,000  00  per  franchise  " 

When  I  questioned  her  about  DDSI's  turnover  rate,  I  was  told  that  there  were  very  few  failures  in 
the  system    Summanlv.  I  was  mislead  regarding  other  issues  that  I  questioned  as  well  ( 1 )  DDSI 
had  not,  m  fact,  "created  substantial  goodwill  associated  with  its  tradename",  or  "created  a 
demand  for  its  products",  (2)  DDSI's  national  buyer  power  with  its  approved  suppliers,  who  base 
the  price  of  their  products  on  a  60%  markup  and  are  not  exclusive  to  DDSI,  were  highly 
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uncompetitive,  (3)  DDSI's  "proven"  marketing  methods  were  ineffective,  and  (4)  that  of  DDSI's 
1 3°/o  monthly  royalty  fee  (or  $83  00  a  month  minimum  with  no  sales),  2%  was  spent  on 
advertising  to  sell  additional  franchises  and  not  DDSI's  interior  decorating  products    However,  I 
discovered  too  late  that  1  had  relied  to  my  detriment  on  these  false  and  misleading  statements, 
which  I  can  only  assume  were  intended  to  induce  potential  franchisees  to  contract  with  DDSI. 

While  I  had  attempted  to  research  and  investigate  DDSI  in  panicular  and,  for  that  matter,  fran- 
chising in  general,  it  became  readily  apparent  that  very  little  information  was  available  to  investors 
prior  to  making  an  informed  decision  to  invest  their  money  in  a  franchise  opportunity  before, 
instead  of  after,  the  fact    Although  I  was  provided  with  disclosure  documents  by  DDSI,  there 
was  no  way  of  verifying  the  information  contained  therein,  nor  was  a  list  of  current  and/or  former 
franchisees  attached  to  this  document    When  I  questioned  the  missing  list  of  franchisees,  I  was 
told  that  1  would  be  provided  with  the  names  and  telephone  numbers  of  two  existing  franchisees 
in  the  region  with  whom  I  could  converse  and,  being  unfamiliar  with  this  procedure,  I  did  not 
challenge  those  instructions    When  I  spoke  to  these  two  franchisees,  both  of  these  owners 
indicated  that  their  franchises  were  quite  successful,  that  they  were  pleased  with  the  money  they 
were  earning,  and  that  they  loved  what  they  were  doing  with  a  creative  business  in  interior 
decorating    On  the  whole,  based  upon  my  conversations  with  these  two  franchisees,  I  felt  that 
operating  the  franchise  sounded  like  the  creative  challenge  and  financial  success  I  was  looking  for 
and  decided  to  continue  pursuing  the  ownership  of  a  Decorating  Den  franchise. 

Shortly  after  my  purchase  of  a  Decorating  Den  franchise  in  September  of  1987,  the  regional 
director  was  promoted  to  Division  Manager  of  DDSI  and  she  moved  to  Bethesda,  MD  to  take 
charge  of  DDSI's  training  and  education  department    The  two  franchisees  that  I  had  spoken  to 
pnor  to  my  purchase  also  moved  to  other  States  and,  for  some  reason  or  another  not  disclosed  to 
me,  elected  not  to  transfer  the  franchise  to  their  new  locations,  but  to  put  them  up  for  sale    To 
the  best  of  my  knowledge,  however,  neither  of  these  two  franchises  and/or  the  other  subsequently 
abandoned  franchises  in  the  region,  with  the  exception  of  two  franchise  locations  in  my  area  (one 
franchise  was  sold  three  (3)  times  and  another  was  sold  two  (2)  times)  were  ever  sold    In  fact, 
DDSI  closed  its  Penn-Jersey  regional  offices  in  August  of  1990 

In  December  of  1987,  DDSI  created  a  territorial  system  for  the  exclusive  promotional  and 
developmental  rights  of  the  DDSI  system,  based  upon  the  assignment  of  specific  zip  code 
terntories  to  Senior  Franchisees,  for  which  I  paid  DDSI  an  additional  sum    At  that  time,  my 
panicular  zip  code  territory  had  a  "ColorVan  Potential"  (CVP)  of  three  (3),  representing  the 
number  of  CVP's  DDSI  had  determined  could  function  in  my  zip  code  temtory  and,  therefore,  the 
potential  of  my  managing  two  Associate  Franchisees  and  an  unlimited  number  of  decorators  to 
build  mv  business  at  an  accelerated  rate    DDSI  retained  the  right  recruit,  interview,  and  choose 
these  individuals  through  its  regional  office  and  have  them  trained  at  DDSI's  "LifeStyle 
Universitv  "  To  the  best  of  my  knowledge,  however,  DDSI  never  made  any  real  efforts  to  interest 
or  engage  any  Associate  Franchisees  or  decorators  on  my  behalf  and/or  on  the  behalf  of  several 
other  Senior  Franchisees  in  my  area 

Needless  to  sav,  at  no  time  during  my  interview  process,  or  for  that  matter  at  any  time  after  my 
purchase  of  a  Decorating  Den  franchise,  did  DDSI,  the  former  regional  director,  or  any  of  the 
existing  franchisees  in  my  region,  make  mention  of  the  fact  that  there  were  two  former  franchisees 
who  had  operated  their  franchises  in  and  around  my  exclusive  zip  code  territory    It  was  only  after 
several  months  of  operating  my  own  franchise  that  I  discovered  these  two  undisclosed  owners, 
who  not  only  had  created  bad-will  toward  DDSI  in  my  territory  but,  more  importantly,  that  DDSI 
had  permitted  them  to  keep  several  telephone  numbers  used  in  the  operation  of  their  former 
franchises    The  first  owner,  apparently,  obtained  the  permission  of  the  second  to  call-forward  her 
two  Decorating  Den  telephone  numbers  to  the  first  owner  and,  therefore,  the  first  owner 
continued  to  generate  business  using  all  of  the  former  telephone  numbers  to  establish  her  own 
independent  interior  decorating  business  known  as  "To  Design,  Inc  " 

Up  until  that  point,  as  far  as  I  knew,  1  was  the  only  Decorating  Den  owner  in  Camden  County,  NJ 
and.  therefore,  since  I  had  purchased  the  franchise  after  several  local  telephone  directories  cut-off 
their  closing  dates  in  1987,  I  had  never  even  thought  of  looking  in  the  local  directories  for 
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"Decorating  Den  "   Funhermore,  I  was  told  by  DDSI  to  rely  only  on  my  home  telephone  number 
on  my  advertising  pieces  until  the  beginning  of  July,  1988,  when  I  could  either  arrange  for  a 
Yellow  Page  advertisement  for  my  Decorating  Den  franchise,  or  DDSI  was  considering  the 
implementation  of  an  "  800"  telephone  number  for  all  of  the  owners  in  the  region    Consequently, 
I  had  no  knowledge  of  the  fact  that  all  of  the  former  Decorating  Den  telephone  numbers  still 
appeared  in  all  of  these  directories,  or  that  if  someone  dialed  "41 1"  for  directory  assistance  and 
asked  for  the  "Cherry  Hill  Decorating  Den"  telephone  number,  that  they  provided  the  telephone 
number  for  one  of  the  former  owners  who  had  all  of  the  Decorating  Den  telephone  numbers  call- 
forwarded  to  her 

Once  I  voiced  my  discoveries  to  the  other  franchisees  in  my  area,  not  only  myself,  but  several 
other  owners  complained  to  DDSI,  and  provided  DDSI  with  proof  of  the  former  owner's  new 
interior  decorating  business  and  her  continued  violation  of  DDSI's  non-competition  clause  and  the 
use  of  the  former  Decorating  Den  telephone  numbers    To  the  best  of  my  knowledge,  however, 
DDSI  failed  to  ever  take  any  action  against  her  (which  fact  was  eventually  corroborated  by  that 
former  owner)  and  the  situation  was  allowed  to  continue  to  the  detriment  of  my  franchise. 

When  I  confronted  DDSI  about  these  two  undisclosed  owners  and  the  telephone  problems 
created  by  DDSI  and  those  owners,  not  only  referable  to  my  own  particular  situation,  but  as  it 
potentially  impacted  other  franchisees  nationwide,  DDSI  never  offered  a  plausible  or  satisfactory 
explanation  as  to  why  these  two  owners  were  not  disclosed  to  me    Insofar  as  the  telephone 
situation  is  concerned,  DDSI  indicated  that  they  thought  the  matter  had  been  resolved,  but  that  it 
would  be  taken  care  of  by  disconnecting  all  of  those  lines  and  have  them  call-forwarded  to  the 
regional  office.  Basically,  this  confrontational  telephone  conversation  boiled  down  to  DDSI 
advising  that  they  were,  "Very  sorry  to  hear  about  oiy  problem."    DDSI  further  indicated  that  I 
should  just  forget  that  these  situations  ever  existed  and  go  out  knocking  on  other  doors  and  try  to 
market  my  own  franchise    DDSI  also  insisted  that  I  attend  a  meeting  in  their  headquarters  in 
Bethesda,  MD  to  develop  an  "action  plan  "  As  an  aside,  Jim  Bugg  boasts  about  his  rapport  v^th 
DDSI's  franchisees,  although  you  could  not  prove  that  fact  by  me    Even  though  he  was  made 
aware  of  the  situations  I  had  experienced  and  that  1  was  in  Bethesda  to  meet  with  Linda 
Burzynski  to  develop  an  "action  plan",  it  was  made  known  tc  me  that  he  was  in  his  offices  that 
day.  but  he  never  took  the  time  to  even  greet  me,  let  alone  get  involved  with  niy  problems!'' 

Funher,  notwithstanding  the  fact  that  I  offered  proof  of  following  DDSI's  four  basic  fundamentals 
of  marketing,  also  known  as  DDSI's  "Decorating  Den  System"    (1)  1,000  flyers  and/or 
advenising  pieces  a  month  hung  on  door-knobs  in  my  terntory  (that  was  only  after  ordenng  the 
advenismg  pieces,  taking  them  to  the  printer  with  DDSI's  ad-slicks,  punching  a  hole  and  looping  a 
ribbon  through  each  for  hanging  on  the  doors'),  (2)  telephone  contacts  following  distnbution 
(requiring  research  at  the  library  to  find  out  the  names  and  telephone  numbers  of  the  people  living 
in  the  houses  where  flyers  were  distributed),  (3)  personal  prospecting,  and  (4)  conducting 
decorating  workshops  and  participating  in  home  expo  shows,  to  my  dismay  DDSI  showed  little 
interest  m  this  regard  and,  in  fact,  acted  as  though  1  had  never  performed  any  of  these  activities! 

I  anticipated  that  when  rny  Decorating  Den  telephone  number  and  Yellow  Page  advertisement 
were  finally  in  place  that  my  business  would  improve,  however,  it  never  did  improve  and  I 
senouslv  doubt  that  it  ever  would  have  improved    Consequently,  disputing  DDSI,  it  would 
appear  that  DDSI's  "proven  system"  just  does  not  work 

The  issue  that  proved  to  be  the  proverbial  "straw  that  broke  the  camel's  back,"  concerned  DDSI's 
Addendum  to  the  Franchise  Agreement,  which  specifically  provides  that,  "The  CVP  may  be 
adjusted  every  three  (3)  years  to  account  for  substantial  changes  in  demographics  "  However, 
notwithstanding  the  fact  that  I  had  signed  the  .Addendum  effective  September  23,  1987,  I  received 
a  telephone  call  from  DDSI  less  than  one  year  following  the  effective  date  of  the  Addendum,  to 
congratulate  me  tor  choosing  a  zip  code  territory  that  DDSI  had  recently  upgraded  from  three  (3) 
CVP's  to  eight  (8)  CVT's' 

Or.  in  other  words,  instead  of  my  annual  financial  obligation  to  DDSI  to  meet  minimum  standards 
of  S30.000  X  3  the  first  year,  S60.000  x  3  the  second  year,  and  S90,000  x  3  for  the  third  and  each 
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subsequent  remaining  years  of  DDSI's  10-year  contract,  DDSI  just  verbally  and  arbitrarily 
increased  my  annual  financial  obligation  to  $30,000  x  8  the  first  year,  $60,000  x  8  the  second 
year,  and  $90,000  x  8  for  the  third  and  each  subsequent  remaining  years  of  DDSI's  10-year 
contract'   When  1  attempt  to  discuss  this  matter  with  DDSI  as  to  how  it  could  just  verbally  and 
arbitraniv  increase  my  CVP's  so  dramatically  in  less  than  one  year  and,  additionally,  just  why  this 
change  had  not  been  reduced  to  writing,  DDSI  indicated  that  this  matter  would  be  addressed  at 
one  of  our  regional  monthly  meetings    To  the  best  of  my  knowledge,  however,  while  I  was  still 
actively  participating  as  a  franchisee  DDSI  never  addressed  this  issue  either 

The  Legal  Aspects  of  Determining  Fault  in  the  Franchise  Industry: 

Therefore,  in  December  of  1988,  as  a  result  of  all  of  DDSI's  misrepresentations,  the  negligent 
mismanagement  of  my  franchise,  and  the  numerous  breaches  of  my  Franchise  Agreement,  I  sought 
the  advice  of  an  attorney  in  Philadelphia,  PA,  who  I  was  referred  to  by  a  gentleman  that  I  met 
through  a  franchise  seminar    I  later  learned  that  this  individual  is  the  President  of  the  Philadelphia 
Franchise  Association  (PFA),  a  member  of  the  IFA,  and  a  business  associate  of  this  attorney  in  a 
franchise  marketing  company,  whose  partial  list  of  franchise  clients  includes  "Decorating  Den," 
although  neither  of  these  individuals  ever  informed  me  of  this  gross  conflict  of  interest! 

The  attorney,  who  is  a  member  of  the  IFA's  Counsel  of  Suppliers,  the  American  Bar  Association's 
Forum  Committee  on  Franchising,  and  a  founding  member  of  the  PFA,  was  paid  a  retainer  fee  of 
$5,000  00  to  represent  my  best  interests  in  this  matter    The  total  time  spent  by  him  was  minimal, 
since  no  real  action  had  been  taken  dunng  these  informal  "negotiations"  with  DDSI    The  one 
meeting  with  DDSI's  in-house  counsel  and  myself  in  his  Philadelphia  offices,  disclosed  the  fact 
that  DDSI  had  made  the  value  judgment  to  rely  upon  the  "natural  death"  of  those  four  Decorating 
Den  telephone  numbers  and  to  do  nothing  further  to  remedy  this  situation    Furthermore,  1  was 
never  advised  of  DDSI's  inability  to  rectify  this  situation  and  would  never  had  known  about  it  had 
I  not  made  the  discovery  on  my  own  on  two  separate  occasions— the  second  occasion  even  after 
DDSI  had  blatantly  lied  and  told  me  that  the  situation  had  finally  been  resolved 

Following  this  meeting  in  March,  1989,  and  in  an  effort  to  determine  whether  or  not  other 
Decorating  Den  franchisees  had  encountered  the  same  or  similar  experiences  and  how  their 
franchises  were  progressing,  especially  since  DDSI  had  led  me  to  believe  that  I  was  an  isolated 
case,  1  spent  several  weeks  on  the  telephone  with  Decorating  Den  franchisees  all  over  the  country 
only  to  discover  that  the  majority  of  them  were  already  former  franchisees!  Confirming  the  fact  of 
these  telephone  calls,  is  a  "Confidential"  Memorandum  to  "All  Regional  Directors  from  DDSI's 
Bob  Turner  dated  July  25,  1989  (obtained  through  discovery),  indicating  in  part: 

"A  situation  of  considerable  concern  and  potential  damage  has  reached  the 
stage  where  we  believe  all  Regional  Directors  should  be  made  aware. 

A  Franchise  Owner  from  the  Penn-Jersey  region  who  joined  the  system  in 
September  1987  has  undertaken  a  campaign  to  organize  dissatisfied  and 
terminated  Owners    We  are  aware  that  she  has  made  several  hundred  phone 
calls  and  written  a  large  number  of  lengthy  letters  to  Owners  in  an  attempt 
to  enlist  their  support    Her  name  is  Rosemarie  Deal    DDSI  is  attempting 
to  obtain  a  temporary  restraining  order  to  enjoin  her  from  this  kind  of  dis- 
ruptive activity 

She  has  some  organizational  and  leadership  skills  and  may  well  appear 
convincing  to  an  Owner  who  is  unhappy,  if  only  on  a  temporary  basis 
If  you  have  knowledge  of  any  contacts  Rosemarie  has  made  with  any 
Owners  in  your  region,  please  report  them  to  Linda  Burzynski  or  the  writer." 

Funher,  1  also  later  discovered  that  DDSI  had  requested  and  received  copies  of  my  long-distance 
telephone  bills  and  proceeded  to  call  at  least  some,  if  not  all,  of  the  telephone  numbers  listed 
thereon,  and  questioned  those  persons  as  to  the  nature  and  content  of  our  conversations    These 
DDSI  telephone  calls  even  extended  to  individuals  at  the  FTC  inquinng  as  to  whether  or  not 
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DDSI  was  under  investigation  because  of  the  number  of  times  the  FTC  telephone  number 
appeared  on  these  bills'  Obviously,  I  consider  those  actions  to  be  an  invasion  by  DDSI  of  my 
nghts  and  pnvacv  under  the  U  S  Constitution    Likewise,  when  1  confronted  my  long-distance 
telephone  carrier,  I  was  advised  by  their  representatives  that  this  was  not  considered  to  be  an 
extraordinary  request  and/or  an  invasion  of  my  right  to  pnvacy''' 

Finallv.  in  September  of  1989,  DDSI  terminated  my  franchise,  had  my  ColorVan  repossessed  by 
GE  Capitol  Fleet  Ser\ice,  and  instituted  two  legal  actions  against  me  because,  among  other 
things,  I  had,  "    engaged  in  numerous  disruptive  acts,  some  of  which  may  require  cnmmal 
prosecution    "  '"^  One  action  was  filed  in  the  NJ  Superior  Court  and  the  other  action  was  filed  in 
the  U  S  District  Court  for  the  Distnct  of  NJ,  an  action  which  was  later  dismissed  on  the  advice  of 
mv  attomev,  who  then  informed  me  that  he  could  no  longer  represent  me  and  that  my  retainer 
fees  had  been  exhausted'''  Consequentlv.  I  was  forced  to  obtain  another  attorney  and  the  NJ 
Superior  Coun  action  proceeded    Thus,  DDSI  was  successftil  in  obtaining  a  Restraining  Order 
against  me  to  prohibit  me  from  contacting  any  other  Decorating  Den  franchisees  and  to  secure  rny 
Decorating  Den  telephone  number' 

Subsequently.  DDSI  resold  my  exclusive  zip  code  territory  to  another  individual,  who  is  now 
another  of  manv  former  franchisees    Interestingly,  my  suspicions  were  confirmed  that  my 
territory  had  been  resold  by  DDSI  when  I  began  receiving  a  trade  publication  addressed  to  the 
new  owner.  Dan  Grossman,  c/o  of  Decorating  Den  at  rny  home  address' 

One  of  the  most  unusuallv  strange  and  totally  bizarre  incidents  in  my  ownership  of  a  Decorating 
Den  franchise  occurred  upon  the  termination  of  my  relationship  with  the  attorney  in  Philadelphia, 
to  wit    When  I  recovered  mv  file  from  his  offices,  I  discovered  over  300  photocopies  of 
correspondence  and  memorandums  directed  from  DDSI  to  "Regional  Directors"  and  "Marketing 
Directors."  including  the  aforesaid  Mailgram  from  The  White  House    ,\lthough  this  attorney's 
name  does  not  appear  on  these  documents,  I  can  only  assume,  considenng  their  source  (and  the 
fact  that  1  became  friendiv  with  his  paralegal  over  the  course  of  his  representation),  together  with 
the  DDSI  title  designations,  that  he  has  a  direct  interest  and/or  involvement  with  DDSI  either  in 
connection  with  his  franchise  marketing  business,  his  IFA  membership,  or  otherwise    Obviously, 
however  traumatic  mv  experiences  have  been  with  DDSI.  they  are  stnctly  limited  to  "Franchise 
Owner "  Personally.  I  have  never,  nor  would  I  ever,  have  held  the  positions  and/or  titles  of  either 
"Regional  Director"  and/or  "Marketing  Director"  for  DDSI'  Needless  to  say,  my  discovery  of 
this  hmhlv  suspect  collusion  is  overwhelmingly  disillusioning,  extremely  disturbing  and,  at  most 
limes,  totally  beyond  my  comprehension' 

The  Numbers  Came: 

Attached  to  this  statement,  is  a  copy  of  an  article  published  by  McCail's  magazine  in  February, 
1994.  The  inside  story  "Shattered  Dreams,  Women  Who  Lost  Almost  Everything,"  by  Louise 
Washer    The  contents  of  that  article  attempts  to  relay  the  real  Decorating  Den  story,  and  not  the 
mythical  tales  told  by  DDSI  both  in  the  media  and  to  its  potential  franchisees    It  also  documents 
the  same  type  of  stones  that  I  heard  from  unhappy  Decorating  Den  franchisees  throughout  the 
Summer  of  1989.  and  continue  to  hear  from  other  unhappy  Decorating  Den  franchisees  to  the 
present  time     But,  while  this  article  makes  a  courageous  effort  to  tell  the  real  Decorating  Den 
story,  this  is  only  the  tip  of  the  iceberg  and  there  are  numerable  stories  yet  to  tell 

Surprisingly,  a  February  3.  1994  article  in  The  Wall  Street  Journal  reported  on  the  McCail's 
anicle,  indicating  in  pan 

"\  Negative  Article  on  Decorating  Den  creates  an  uproar 

With  James  S  Bugg,  Sr  expected  to  take  over  Feb   13  as  chairman  of  the 
International  Franchise  .\ssociation.  a  McCail's  magazine  report  on  Dec- 
orating Den  Systems  Inc  is  Topic  A  in  current  industry  talk    Mr  Bugg 
is  president  of  the  franchiser 
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Copies  of  the  article,  faxed  by  gossips,  are  reaching  franchising  people  who 
don't  normally  read  the  women's  magazine  'It  is  certainly  an  explosive  article,' 
says  one  East  Coast  public-relations  specialist 

The  piece,  'Shattered  Dreams  Women  Who  Lost  Almost  Everything,'  focuses 
on  disgruntled  home-decorating  franchisees  of  Decorating  Den    Citing  com- 
pany figures.  It  says  Decorating  Den  has  an  unusually  high  termination  rate  for 
franchisees— and  also  has  many  franchisees  who  fail  to  make  money 

Decorating  Den  confirms  that  577  franchises  shut  down  in  the  three  years  ended 
Dec  31,1992    On  that  date,  1,138  were  in  operation    The  Bethesda,  Md. 
franchiser  contends  that  the  termination  rate  is  acceptable  for  an  inexpensive 
home-based  franchise— in  part  because  some  people  abandon  such  ventures 
after  trying  them  out  for  awhile    And  it  says  McCall's  mostly  ignored  happy 
franchisees 

'A  tabloid  hatchet  job,'  wrote  Steven  C  Bursten,  founder  of  Decorating  Den 

Mr.  Bugg  maintains  'If  we  were  even  half  as  bad  as  this  article  purports  us  to  be, 
the  market  forces  that  operate  in  our  economy  would  have  ended  our  company 
years  ago  ' 

Kate  White,  editor  in  chief  of  McCall's  says  she  stands  by  the  article  as 
'very  fair  and  balanced  '  The  magazine  says  it  has  also  received  letters 
from  people  applauding  the  article. 

Mr  Bugg's  aggressive  defense  has  done  nothing  to  silence  his  critics,  or 
the  IFA's    The  franchiser  group  has  been  trying  to  polish  up  the  industry's 
image    But  is  Jim  Bugg's  the  best  face  to  put  forward'^  'Obviously  not,'  says 
Susan  P  Kezios,  a  franchisee  advocate  in  Chicago. 

Mr.  Bugg  said  he  intends  to  serve  as  IFA  chairman  if  members  ratify  his 
selection  " 

Insofar  as  Steve  Bursten's  comment  to  the  McCall's  article,  "A  tabloid  hatchet  job,"  is  concerned, 
obviously,  he  has  a  vested  interest  in  making  the  aforesaid  statement  to  perpetuate  the 
"Decorating  Den  Myth"  since,  according  to  DDSI's  disclosure  documents  filed  in  South  Dakota 
in  March.  1988,  DDSl  retained  him  as  a  consultant  on  January  1,  1988  for  a  term  of  five  years  in 
an  agreement  which  requires  payment  to  him  of  SI  75,000  per  year'   And,  that  is  in  addition  to 
granting  Bursten  exclusive  Decorating  Den  System  licensing  rights  for  the  State  of  California, 
where  1  have  been  told  the  franchise  failure  rate  is  8  out  of  10! 

With  the  ever  changing  numbers  of  DDSI's  franchise  population  in  its  disclosure  documents  and 
vanous  publications,  it  is  interesting  to  note  that  in  the  McCall's  article,  Jim  Bugg  actually 
commits  himself  to  state  that,  "    since  1984  the  number  of  franchises  has  grown  from  127  to 
1 200  "   Disputing  that  fact,  however,  are  my  calculations  taken  from  sources  including  DDSI's 
disclosure  documents.  Minutes  of  Meetings,  and  a  Press  Release. 
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1  My  list  of  DDSl  franchise  owners  taken  from  DDSI  franchise  owners 
lists  I'lled  with  Its  disclosure  documents  as  of  December  31,  1982, 

December  31,  1 983,  December  31,1 984,  and  as  of  December  1 6,  1 986'  580+' 

2  A  letter  from  Jim  Bugg  to  me  dated  September  28,  1987,  indicates  that 
DDSI  was  then  "adding  new  franchises  at  the  rate  of  200"  for  the  year 
1987,  and  DDSI's  "Watch  Us  Grow"  franchise  awards  for  1987,  would 

appear  to  venfy  the  number  of  new  awards  for  that  year  as  being  252 

3  DDSI's  Minutes  of  a  Meeting  held  on  February  25,  1989  awards  for  1988  285 

4  DDSI's  Minutes  of  a  Meeting  held  on  February  23-25,  1990  awards  for  1989  408 

5  DDSI's  Minutes  of  a  Meeting  held  on  February  1-2,  1991  awards  for  1990  363 

6  DDSI  Press  Release  dated  March  3,  1992  awards  for  1991  441  + 

Total  Decorating  Den  Franchises  as  of  December  31,  1991  2,329+ 

Obviously,  DDSI's  franchise  population  would  appear  to  indicate  a  somewhat  higher  and  more 
realistic  number  of  franchises  than  DDSI's  alleged  and  highly  publicized  1,000th  franchise  award 
on  December  6,  1989  made  on  the  steps  of  the  Capitol  in  Washington,  D  C    Based  upon  my 
previous  calculations.  DDSI's  franchises  totalled  over  1,525  as  of  December,  1989  as  opposed  to 
DDSI's  1,000th  franchise  award  on  December  6,  1989 

Additionally,  Patti  Coons  Press  Release  dated  March  3,  1992  indicates  that,  "The  company 
currently  boasts  more  than  1,100  franchises  "  That  number  is  1,229  less  than  my  calculations 
as  of  December  31,  1991  f 

Furthermore,  it  is  notewonhy  to  consider  the  total  number  of  Decorating  Den  franchise  owners 
indicated  in  the  following  recent  publications: 

1  Lntrepreneur-ISth  Annual  Franchise  500:  January,  1994-  1,262  Franchises  in  1991,  1,186 

Franchises  m  1992.  and  1.297  Franchises  in  1993 

2  Income  Opportunities-First  Annual  Select  200:  February,  1994  -  1,113  Reported  US. 

Franchises  by  December  1.  1993 

3  The  Franchise  Handbook:   Spring,  1994-  1,200  Franchises  in  47  States  and  6  Countries 

With  regard  to  DDSI's  turnover  rate,  the  McCall's  article  indicates 

"Decorating  Den     has  an  unusually  high  franchise  turnover  rate    In  the 
three-year  period  ending  December  1992  (the  most  recent  company 
fmures  available),  a  whopping  577  out  of  1,138  franchises  were  termina- 
ted for  one  reason  or  another    That's  a  55  percent  turnover  rate  (for  the 


'   DDSI's  disclosure  documents  indicate,  "    includes  operational  franchises  as  well  as 
nonoperational  franchises  for  which  a  franchise  agreement  has  been  signed  but  business  has  not 
yet  begun  " 

■  580+  franchisees  collectively  for  the  years  in  question    However,  no  owners  list  was 
found  for  the  penod  ending  December  31.  1985  and,  as  such,  those  numbers  are  not  reflected  in 
this  calculation 
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three  years  ending  in  1991,  746  franchisees—or  65  percent— turned  over) 
And  that's  in  an  industry  that  has  a  reputation  for.being  a  safe  bet  The  Inter- 
national Franchise  Association  (IF A)  says  that  94  percent  of  franchise 
business  owners  are  successful. 

When  asked  about  the  high  turnover  rate,  James  Bugg  points  out  that  the 
numbers  of  franchises  terminated  or  transferred  went  down-from  746 
to  577— m  the  company's  1992  report    Still,  he  admits  the  number  is  high. 

The  company  claims  that  outright  'failed  franchises,'  as  it  defines  them, 
account  for  only  a  fraction  of  the  total  turnover." 

Somewhere  in  this  equation,  the  figures  Jim  Bugg  admitted  as  owners  being  terminated  or 
transferred  in  the  McCall's  article,  "    went  down  from  746  to  577-in  the  company's  1992 
report    ,"   should  also  be  taken  into  consideration  in  these  calculations,  but  it  is  anyone's  guess  as 
to  exactly  where  these  numbers  should  be  reflected!? 

Conspicuously,  something  is  definitely  wrong  with  the  fact  that  Jim  Bugg  as  chairman  of  the  IF  A 
can  purport  a  94%  franchise  success  rate,  while  Jim  Bugg  as  president  of  DDSI  can  aggressively 
defend  his  critics  for  the  extraordinary  high  rate  of  franchise  failures  that  exist  in  his  own 
company    Clearly.  DDSI  is  obviously  playing  a  shell  game  with  the  numbers  of  its  franchise 
population,  and  many  owners  that  I've  spoken  to  have  only  survived  for  a  number  of  months  and 
never  made  it  to  anv  franchise  owners  hst  and  just  fell  through  DDSI's  cracks 

For  example,  in  the  State  of  NJ  alone,  including  both  DDSI's  North  Jersey  region  and  former 
Penn-Jersey  region  and  a  few  franchisees  in  a  small  section  of  PA  who  belonged  to  my  region, 
there  have  been  60+  abandoned  (or,  terminated,  failed,  whatever  the  reason)  franchises  between 
the  penod  1981  and  approximately  1990    While  that  statistic  may  appear  relatively  high,  the  State 
of  FL  has  had  over  220  franchises  that  have  been  abandoned  for  one  reason  or  another    Other 
States,  such  as  AZ.  CA,  IL,  MN  and  WA,  have  experienced  entire  Decorating  Den  populations 
ending  in  failed  franchises 

.Additionally,  in  the  synopsis  submitted  to  me  by  the  investigative  reponer  dated  January  19,  1990 
aforesaid,  he  indicates 

"DDSI's  van  lease  service  has  changed  companies  at  least  three  times, 
while  using  GE  Capitol  Fleet  Service,  vans  were  being  returned  at  the 
rate  of  6-8/week    Reese  said  Judy  Gildea,  of  the  Fleet  service,  said 
DDSI  was  the  'laughing  stock  of  our  company  '  When  I  talked  to  her, 
she  said  their  agreement  with  DDSI  was  'inactive  '  (Page  3,  paragraph  2  ) 

The  focus  of  the  Franchisor  seems  to  be  selling  franchises  at  the  expense 
and  care  of  the  existing  franchisees    The  franchise  attrition  rate  [as  of  the 
date  of  his  investigation],  as  nearly  as  it  can  be  judged,  seems  extremely 
high    In  the  New  England  Region,  roughly  half  of  the  47  are  out  or  going 
out.  in  Phoemx,  seven  of  seven  who  had  opened  in  the  same  two-year 
period  are  out,  in  the  Nashville  area,  11  of  15  have  dropped  out,  perhaps 
more,  in  northern  NJ,  14  people  dropped  out  within  a  year    The  discon- 
tent in  their  Century  Society  Members  (sales  of  $100,000/yr )  is  also 
high,  CSM  in  MA,  CO,  FL,  WA,  TN,  and  other  states  have  gone  out 
Joan  Reed  (MA  zee)  said  'you  would  be  lucky  '  to  make  $20,000  from 
$120,000/yr  sales    There  is  at  present  no  regulation  covering  the 
accurate  documentation  of 'inactive'  or  turned  over  franchises,  it  seems 
that  DDSI  has  misrepresented  these  numbers  in  at  least  two  disclos- 
ure documents  (see  I)    One  zee  (Reese)  estimates  that  of  the  1000 
franchises  claimed  by  Bugg,  no  more  than  300  are  operational." 
(Page  2,  last  paragraph  ) 
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I  understand  that  DDSI  instituted  a  "Leave  of  Absence"  policy  sometime  in  1992,  and  while  that 
may  be  m  the  best  interests  of  some  franchises,  I  have  recently  been  told  by  an  owner  who 
requested  closing  papers  for  her  franchise  that  every  franchisee  who  leaves  the  system  is 
automatically  considered  to  be  on  a  Leave  of  Absence,  and  I  believe  that  the  term  of  that  status  is 
for  a  period  of  two  or  three  years    This  policy  would  appear  to  suggest  that  DDSI's  intends  to 
avoid  claiming  any  outnght  'failed  franchises'  just  to  keep  their  franchise  numbers  inflated  and  to 
possibly  avoid  disclosure  to  prospective  franchisees  and  the  FTC 

Since  the  McCall's  anicle  has  been  published  and  Jim  Bugg  has  been  ratified  as  chairman  of  the 
IFA,  clearly,  the  media  needs  to  focus  on  this  issue    To-date,  since  these  events  have  taken  place 
I  have  been  contacted  and  interviewed  by  several  other  investigative  reporters  who  are  working 
on  stories  concerning  franchise  fraud  in  general  and  an  expose'  of  the  true  story  of  DDSL  as  have 
many  other  former  Decorating  Den  franchisees    It  is  gratify  to  know  that  what  was  once  a  subject 
either  too  complex,  or  deliberately  kept  behind  closed  doors,  that  there  is  finally  a  small  crack  of 
light  at  the  end  of  this  franchising  tunnell 

FTC  Involvement: 

In  response  to  a  letter  1  wrote  to  the  FTC  disclosing  my  concerns  about  this  98%  women-owned 
franchise,  but  not  naming  the  franchisor.  1  received  a  letter  from  the  FTC  indicating  that  someone 
from  the  Agency  would  telephone  me  to  discuss  these  concerns  and  I  was  contacted  by  the  FTC 
on  or  about  May  1 ,  1 989 

Initially,  1  was  advised  that  many  franchisees  had  contacted  the  FTC  over  the  years  complaining 
about  DDSI  and  their  ownership  of  a  Decorating  Den  franchise,  but  when  they  were  told  what 
they  could  do  so  that  the  FTC  might  be  of  assistance  to  them,  no  one  had  ever  followed  through 
on  those  instructions    1  indicated  that  if  I  were  given  some  direction  on  how  to  begin  attempting 
this  project  1  promised  that  I  would  see  it  through  I  was  asked  if  I  could  get  10-30  of  these 
unhappy  Decorating  Den  franchisees  to  wnte  letters  of  complaint  to  the  Agency  and  I  indicated 
that  I  would  do  my  best  to  obtain  the  necessary  number  of  letters    I  was  told  that  by  obtaining 
DDSI's  documents  from  some  of  the  15  States  that  require  disclosure,  these  documents  would  set 
fonh  information  regarding  other  Decorating  Den  franchisees  and  1  could  develop  a  network  of 
those  franchisees  similar  to  DDSI's  structure  by  using  the  zip  code  method 

1  was  also  advised  by  the  FTC  that    (1)  this  Agency  was  highly  desirous  of  instituting 
enforcement  proceedings  against  DDSI  for  Federal  violations  under  the  Trade  Regulation  Rule 
and  the  RICO  Act    But.  that  caution  was  being  taken  since  any  premature  measures  could 
obviate  the  necessity  for  and/or  jeopardize  the  successful  conclusion  of  this  matter    At  the  crux  of 
the  problem,  was  a  significant  lack  of  adequate  case  law  precedents  and/or  sufficient  essential 
proofs  evidencing  the  validity  of  these  Federal  violations  by  DDSL  (2)  fortunately,  but 
unknowingly,  the  Decorating  Den  franchisees  possessed  the  necessary  factual  information  to 
establish  adequate  case  law  precedents  and  could  supply  sufficient  documentation  and  essential 
proofs  evidencing  these  violations  in  order  to  institute  enforcement  proceedings,  obtain 
injunctions  against  further  violations  and,  ultimately,  bring  the  guilty  parties  affiliated  with  DDSI 
to  justice,  and  (3)  that  this  matter  could  only  be  resolved  in  one.  as  yet,  untried  and  untraditional 
manner    The  necessary  requirements  for  attempting  to  find  this  highly  elusive  and  intangible 
remedy  were  an  uncompromising,  strong-willed  determination,  dedication  to  diligent  and  very 
difficult  work,  and  possession  of  a  pioneering  spirit  sufficient  to  take  another  just  as  difficult,  but 
extremely  different  pioneer  journey  into  unknown  and  unchartered  territories    That  this  journey 
would  not  he  unlike  that  taken  by  the  original  pioneers,  who  conquered  their  fear  of  the  unknown, 
and  moved  their  wagons  Westward  toward  a  new  and  better  way  of  life    And.  finally,  if  this 
pioneer  journev  proved  to  be  successful,  it  could  very  well  recapture  the  true  meaning  of  justice, 
restore  the  individual  rights  and  freedoms  of  all  Americans  under  the  Constitution,  and  make  our 
World  "right"  for  once  m  our  lifetime' 

1  immediately  began  the  project  with  my  own  letter  of  complaint  against  DDSI  outlining  in  detail 
many  of  the  facts  set  fonh  in  this  statement  and  questioning  the  possible  fraudulent  and  deceptive 
business  practices  employed  by  DDSI  in  dealing  with  its  franchisees 
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Funher,  as  the  information  contained  in  DDSI's  disclosure  documents  started  to  accumulate,  I 
began  to  compile  a  list  of  franchisees  by  State  and  started  to  make  the  aforementioned  telephone 
calls  during  the  Summer  of  1989  and,  additionally,  I  sent  several  mailings  to  as  many  franchisees 
as  1  could  find  addresses,  encouraging  them  to  come  forward  with  their  stones  directed  to  the 
FTC 

As  a  result  of  one  of  those  mailings,  DDSI's  in-house  counsel  wrote  a  letter  to  the  FTC  dated 
October  31.1 989,  containing  what  appears  to  me  to  be  a  veiled  threat,  indicating  in  part 

"It  has  recently  been  alleged  that  someone  in  the  FTC  is  fostering  and 
aiding  the  activities  of  Ms  Rosemarie  Deal  against  the  Decorating  Den 
system 

Throughout  her  activities  Ms  Deal  has  used  the  FTC  as  a  symbol, 
claiming  that  she  is  working  with  that  governmental  body  and/or 
that  she  has  been  encouraged  in  her  activities  with  that  body    Until 
recently,  we  dismissed  her  claims  of  FTC  connivance  in  her  activi- 
ties, as  being  as  unfounded  as  the  rest  of  her  claims  and  accusations 
But  recently,  via  heresay,  DDSI  has  been  told  of  real  FTC  support 
and  encouragement  of  Ms  Deal 

If  a  member  of  the  FTC,  an  independent  and  objective  governmental 
institution,  were  found  to  be  encouraging,  either  intentionally  or 
negligently,  a  campaign  of  gross  slander  designed:  to  disrupt  the 
smooth  operations  of  a  franchise  system,  the  breaching  of  lawful 
contractual  obligations,  the  instituting  of  groundless  litigation,  and/or 
the  injunng  of  the  goodwill  of  an  honest  company,  what  steps  could 
be  taken  to  rectify  such  an  injustice  and  abuse  of  governmental 
authority'^  Please,  inform  me  with  all  possible  haste  what  proced- 
ures exist  for  disproving  Ms  Deal's  claims  of  the  FTC's  encourage- 
ment for  her  tortuous  acts    In  the  unlikely  event  that  someone  at 
the  FTC  is  encouraging  Ms  Deal,  what  remedies  are  available  to 
compensate  the  franchise  system  for  the  thousands  of  dollars  of 
damages  which  have  been  incurred'^" 

1  can  only  recall  mentioning  the  FTC  briefly  in  one  or  two  of  the  mailings  to  the  franchise  owners 
requesting  their  letter  of  complaint    Additionally,  I  had  received  a  letter  from  Senator  Bill  Bradley 
(NJ)  that  had  been  directed  to  him  from  Donald  S  Clark,  Secretary  of  the  FTC  dated  August  8, 
1989,  indicating  that  the  FTC,  was  "    working  with  her  (Rosemarie  Deal)  for  sometime  to 
investigate  her  particular  problems  with  her  franchisor,  and  to  explore  ways  of  assisting  women 
generally  in  avoiding  and  remedying  franchise  abuses,"  so  1  saw  no  harm  in  refemng  to  that  fact. 

Thereafter,  !  continued  to  contact  the  FTC  by  telephone  and  correspondence  and  to  provide  that 
Agency  with  documentation  proving  the  allegations  made  its  franchisees  against  DDSI    All  of 
these  activities  ended,  however,  when  I  received  a  letter  from  the  FTC  dated  May  7,  1992, 
indicating 

"As  we  discussed,  enclosed  please  find  the  two  volumes  of 
Decorating  Den  matenals  which  you  previously  sent  to  us. 
Thank  you  for  your  assistance  in  this  matter " 

■■Xs  a  result  of  that  telephone  conversation  and  action,  1  wrote  to  the  FTC  under  the  Freedom  of 
Information  Act  (FOIA)  on  May  7,  1992,  requesting  any  information  available  regarding  DDSI, 
including  any  complaints  filed  by  existing  and/or  former  Decorating  Den  franchisees,  as  well  as 
any  other  pertinent  information 

On  July  6,  1992,  I  wrote  to  the  House  Committee  on  Small  Business  commenting  on 
Congressman  Laf  alce's  bills  that  had  been  introduced  to  combat  the  growing  problems  of 
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fraudulent  and  deceptive  business  practices  and  abuses  in  the  franchise  industry    I  also  provided 
documentation  evidencing  the  ties  between  DDSl  and  The  White  House,  inquiring  as  to  whether 
the  reason  for  the  establishment  media  censorship  of  the  growing  problem  of  fraudulent  and 
deceptive  business  practices  and  abuses  concerning  DDSl  could  be  of  a  political  nature     As  a 
result  of  that  letter,  I  received  a  telephone  call  from  a  staff  member  on  July  23,  1992,  and  I  have 
continued  to  provide  that  Committee  with  further  documentation  evidencing  the  true  status  of 
DDSl  and  the  FTC's  activities  regarding  DDSl 

On  or  about  July  10,  1994,  I  received  the  documentation  provided  by  the  FTC  in  response  to  my 
request  under  the  FOIA  and  provided  copies  of  same  to  the  House  Committee  on  Small  Business 
exactly  as  it  was  received    These  matenals  included  the  following  documents: 

1  A  4-page  letter  in  response  to  my  request  for  documents  under  the  FOIA  from 

Alan  Proctor,  Deputv  Executive  Director  for  Planning  and  Information  for  the  FTC,  dated  July  9, 
1992,  wherein  he  indicates  what  documents  could  be  released  responsive  to  my  request. 
Additionally,  Mr  Proctor  indicates  in  part: 


"Portions  of  the  matenal  requested  were  obtained  by  the  Commission 
under  compulsory  process,  or  voluntarily  in  lieu  thereof  in  connection 
with  an  investigation  a  purpose  of  which  was  to  determine  whether  any 
person  may  have  violated  any  provision  of  the  laws  administered  by 
the  Commission    Those  matenals  are  exempt  from  disclosure." 

2.  A  letter  from  Success  magazine  requesting  documentation  under  the  FOIA 

referable  to  DDSl,  which  request  was  denied  by  Keith  Golden,  .Acting  Deputy  Executive  Director 
for  Planning  and  Information  for  the  FTC  on  April  2,  1990,  basically  for  the  same  reason  as  stated 
in  paragraph  1,  as  well  as 

"Release  at  the  present  time,  of  the  documents  responsive  to  your  request 
could  reasonably  be  expected  to  interfere  with  the  conduct  of  law  enforce- 
ment activities  being  conducted  by  the  Commission  ' 

3  .X  letter  from  Success  magazine  appealing  the  decision  for  non-disclosure  of 

documents  under  the  FOIA  and  a  response  from  James  M  Spears.  General  Counsel  of  the  FTC 
dated  Mav  10.  1990.  denying  this  appeal,  indicating  in  part 

"The  documents  responsive  to  your  appeal  consist  of  materials  obtained 
by  Commission  staff  from  certain  entities,  individuals,  and  other  sources, 
as  well  as  some  correspondence  and  staff  notes    As  stated  in  the  denial 
of  your  initial  request,  the  documents  responsive  to  your  request,  if 
released  at  this  time,  could  reasonably  be  expected  to  interfere  with  ongoing 
Commission  investigational  activities 

You  areue  in  vour  appeal  that  disclosure  of  material  protected  under  FOIA 
Exemption  7(A)  is  not  likely  to  cause  investigatory  harm,  because  the 
investigated  entities  have  allegedly  been  alerted  to  the  Commission's 
activities    You  also  argue  that  much  of  this  information  should  be  available 
to  the  FTC  apart  from  the  investigation    Without  contesting  or  conceding 
either  of  these  points,  public  disclosure  of  the  materials  you  have  requested 
would  prematurely  reveal  the  level,  direction,  and  strength  of  evidence  and 
leeal  straiecy    It  would  also  remove  an  incentive  for  targets  to  cooperate 
with  investigational  activities    FOIA  Exemption  5  applies  to  materials 
that  would  not  ordinarily  be  disclosed  to  an  opponent  in  litigation  with  the 
agency  " 

4  A  3-page  letter  from  the  FTC  dated  January  2.  1990  to  Richard  S  Harrison,  Esquire. 

DDSI's  in-house  counsel,  advising  him  that  the  staff  of  the  FTC  was  currently  conducting  an 
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mquirv'  into  the  business  and  marketing  practices  of  DDSI  to  determine  whether  any  of  its 
activities  may  be  in  violation  of  Section  5  of  the  FTC  Act,  or  any  of  the  rules  and  regulations 
promulgated  thereunder    Specifically,  to  determine  whether  DDSI  has  violated  the  Commission's 
Franchise  Rule    Document  requests  include  ( 1 )  information  regarding  DDSI,  its  parent  company, 
Its  subsidiaries,  its  officers  and  members  of  its  Board  of  Directors,  (2)  disclosure  of  the  names, 
addresses,  and  telephone  numbers  of  each  former  and  current  DDSI  franchisee  from  January  1, 
1987  to-date,  and  an  explanation  why  any  former  franchisee  ceased  doing  business  with  DDSI, 
(3)  disclosure  of  the  names,  addresses,  and  telephone  numbers  of  each  prospective  DDSI 
franchisee  from  January  1 ,  1987  to-date,  who  filed  a  franchise  application  or  who  made  a  payment 
of  any  kind  to  DDSI  for  the  purpose  of  being  considered  as  a  DDSI  franchisee,  (4)  copies  of 
disclosure  documents  and  franchise  agreements  or  contracts  provided  to  prospective  franchisees 
during  the  penod  January  1,  1987  to-date;  (5)  disclosure  of  the  names,  titles,  addresses,  and 
telephone  number  of  all  former  and  current  employees  and/or  representatives  of  DDSI  responsible 
for  marketing  DDSI  franchisees,  (6)  copies  of  all  instructional  materials  concerning  the  marketing 
of  DDSI  franchises  prepared  by  DDSI  since  January  1,  1987  that  are  provided  to  those  individuals 
listed  in  paragraph  5,  together  with  the  names,  addresses  and  telephone  numbers  of  each  person 
responsible  for  the  preparation,  use,  and  distribution  of  those  materials,  (7)  copies  of  contracts 
between  DDSI  and  those  individuals  listed  in  paragraph  5,  (8)  Copies  of  all  promotional  matenals 
prepared  bv  DDSI  that  are  provided  to  prospective  franchisees,  (9)  copies  of  all  franchisee 
complaints  regarding  DDSI  received  since  January  1,  1987,  and  (10)  copies  of  all  civil  complaints 
in  which  DDSI.  its  officers  or  directors,  past  or  present,  were  sued  and  the  final  disposition  of  the 
lawsuits    In  addition,  the  FTC  specifically  reserved  the  right  to  seek  access  to  additional 
documents  and  to  pursue  such  additional  avenues  of  inquiry  as  may  be  deemed  appropnate. 

5  A  2-page  letter  from  the  FTC  dated  January  23,  1990  to  Bret  Lowell,  Esquire,  of  the  law 

firm  of  Brovvnstein.  Zeidman  &  Schomer,  following  a  conference  call  to  the  FTC  requesting 
certain  modifications  to  the  initial  request  for  documents    Request  No  2,  in  particular,  would 
appear  to  have  needed  some  clanfication  by  DDSI,  who  has  difficulty  in  keeping  track  of  the  who, 
what.  when,  where,  why  and  how  of  its  franchise  population,  indicating. 

"DDSI  will  submit,  in  one  form  or  another,  a  complete  list  responsive  to 
this  request    During  our  conversation,  we  defined  a  Tormer  franchisee' 
as  any  person  who,  during  the  period  in  question,  executed  a  franchise 
agreement  and  paid  the  requisite  fee,  but  who  is  no  longer  operating  as 
a  franchisee    This  definition  includes  any  franchisees  who  'suspended' 
their  franchises,  for  whatever  reason,  and  have  not  restarted  operations 
to  date  " 

6  A  2-page  letter  from  the  FTC  dated  March  6,  1991  to  W  Bret  Lowell,  Esquire,  of  the  law 

firm  of  Brownstein,  Ziedman  &  Schomer,  indicating  in  part: 

"On  February  22.  1991,  we  received  the  response  of  Decorating  Den 
System.  Inc  ("DDSI")  to  our  proposed  complaint  and  consent 
decree    In  that  response,  the  firm  made  certain  claims  for  which  we 
could  find  no  supporting  evidence    In  order  to  more  fully  evaluate 
that  response,  we  request  that  DDSI  provide  the  following  information 
to  us  on  or  before  Friday,  March  22,  I99I ." 

Those  document  requests  included:  (1)  documents  indicating  that  prospective  franchisees  have  a 
DDSI  disclosure  statement  in  their  possession  an  average  of  blank  days  before  the  purchase  of  a 
DDSI  franchise.  (2)  documents  indicating  that  on  average,  blank  days  pass  between  the  first  and 
third  meetings  bv  DDSI  representatives  with  prospective  franchisees,  (3)  documents  which  set 
forth  DDSI's  criteria  for  excluding  a  potential  franchisee  from  the  purchase  of  a  DDSI  franchise, 
documents  which  set  forth  the  criteria  used  by  DDSI  to  determine  that  a  prospect  has  failed  to 
meet  the  firms's  requirements  concerning  the  test  at  the  first  meeting,  all  documents  setting  forth 
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the  type  of  test  given  of  a  prospect's  decorating  skills,  and  the  cnteria  used  by  the  firm  to 
determine  that  a  prospect  has  failed  to  meet  DDSl's  requirements  for  this  "test",  and  documents 
indicating  that  DDSI  has  denied  a  prospective  franchisee  the  opportunity  to  purchase  a  franchise 
Also  requested  was  an  update  to  the  FTC's  list  of  DDSI  franchises  to  include  all  individuals  who 
purchased  a  DDSI  franchise  from  January  1,  1990  to  the  present 

7  A  6-page  letter  from  the  FTC  dated  November  25,  1991  to  H  Bret  Lowell,  Esquire,  of 
the  law  firm  of  Brownstein.  Zeldman  &  Schomer.  indicating  in  pan 

"As  you  know,  the  staff  of  the  Federal  Trade  Commission    has  conducted 
an  investigation  to  determine  whether  your  client.  Decorating  Den  Systems. 
Inc  .  has  violated  the  Commission's  Franchise  Rule    Based  on  that  investi- 
gation. Commission  staff  has  reason  to  believe  that  DDSI  is  violating  the 
Franchise  Rule  by  failing  to  provide  a  disclosure  document  to  prospective 
franchisees  at  the  first  'personal  meeting'  with  those  individuals 

Commission  staff  believes  that  DDSI  should  provide  a  disclosure  document 
to  prospective  franchisees  at  the  end  of  the  first  interview  with  those 
individuals,  if  they  continue  to  express  an  interest  in  purchasing  a  Decora- 
ting Den  franchise." 

The  letter  goes  on  to  set  forth  the  rationale  for  the  FTC's  opinion  of  the  above  decision,  and 
defininc  the  FTC's  position  concerning  what  constitutes  the  first  "personal  meeting"  with  a 
prospective  franchisee,  but  what  happened  to  all  of  the  other  issues  outlined  in  previous 
correspondence  which  are  at  least  equally,  if  not  more,  important  than  those  two  minor 
points'' 

8  A  3-page  Memorandum  from  the  FTC  dated  November  25,  1991  to  Barry  J.  Cutler, 
Director  of  Consumer  Protection  which  is  almost  entirely  blacked  put 

9  A  1-page  letter  from  the  FTC  dated  January  16,  1992  to  H  Bret  Lowell,  Esquire,  of  the 
law  firm  of  Brownstein,  Ziedman  &  Schomer,  again  indicating  that  DDSI  should  provide  a 
disclosure  document  to  prospective  franchisees  at  the  end  of  the  first  interview  with  those 
individuals 

10  A  1-page  letter  from  the  FTC  dated  January  30,  1992  to  H  Bret  Lowell,  Esquire,  of  the 
law  firm  of  Brownstein,  Ziedman  &  Schomer.  indicating: 

".As  you  know,  the  Federal  Trade  Commission  has  conducted  an  investi- 
gation to  determine  whether  your  client.  Decorating  Den  Systems,  Inc  , 
has  violated  the  Commission's  Franchise  Rule.  16  C  F  R  Part  436.  as 
well  as  Section  5  of  the  Federal  Trade  Commission  Act,  15  U  S  C 
Section  45(a) 

Upon  fiinher  review  of  this  matter,  it  now  appears  that  no  further  action 
IS  warranted  by  the  Commission  at  this  time    Accordingly,  the  investiga- 
tion has  been  closed    This  action  is  not  to  be  construed  as  a  determina- 
tion that  a  violation  may  not  have  occurred,  just  as  the  pendency  of  an 
investigation  should  not  be  construed  as  a  determination  that  a  violation 
has  occurred    The  Commission  reserves  the  right  to  take  such  further 
action  as  the  public  interest  may  require" 

The  last  sentence  in  this  aforesaid  letter  seems  to  indicate  that  the  Commission  could  or  would 
lake  further  action  in  the  future,  but  what  could  the  definition.  "    as  the  public  interest  may 
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require."  really  mean'  If  the  FTC  did  nothing  to  pursue  the  information  I  provided  them  with 
provmg  most  of  the  allegations  franchisees  were  making  against  DDSI,  then  what  would  it  take  to 
reopen  this  case"* 

It  is  my  understanding  from  the  House  Committee  on  Small  Business  that  the  closing  of  this  case 
is  a  unique  fact  in  itself   Apparently,  this  Committee  was  aware  of  at  least  25  cases  that  were 
pending  and  under  investigation  yet,  out  of  all  those  cases,  only  DDSI's  case  was  closed''' 

1 1         Several  complaints  by  Decorating  Den  owners  were  included,  but  I  knew  that  a  few 
more  existed  since  copies  of  those  complaints  to  the  FTC  were  forwarded  directly  to  me  by  the 
franchise  owners    Based  on  a  telephone  conversation  with  the  Small  Business  Committee  on  July 
29,  1992,  referable  to  my  letter  dated  July  26,  1992,  I  again  wrote  to  this  Committee  on  July  30, 
1992  ,  wherein  I  indicated  that  the  FTC  had  provided  me  with  copies  of  six  (6)  complaints 
from  Mesa,  AZ,  Somerset,  NJ,  Aurora,  CO,  Pensacola,  FL,  Tampa,  FL,  and  Windsor  Locks, 
CT 

As  1  had  previously  indicated  to  this  Committee  on  July  26,  1992,  I  had  knowledge  of  the  fact 
that  at  least  nine  (9)  additional  complaints  had  been  filed  with  the  FTC  by  Decoratmg  Den 
franchisees  and  I  provided  this  Committee  with  copies  of  those  complaints  as  well  from  Phoenix, 
AZ,  Ft  Collins,  CO,  Tampa,  FL,  Pensacola,  FL,  Winter  Haven,  FL,  Long  Beach,  MS,  Hazlet, 
NJ,  and  Londonderry,  NH 

Interestingly,  that  of  the  additional  nine  (9)  complaints  filed  with  the  FTC,  four  (4)  were  marked 
"Confidential",  which  may  be  the  reason  that  these  were  not  provided  to  me  by  the  FTC,  but  the 
other  are  not  so  marked,  which  leaves  the  question  as  to  why  these  were  not  provided  to  me  with 
the  others    It  also  raises  the  question  as  to  whether  or  not  there  are  additional  filed  complaints 
that  were  not  disclosed  by  the  FTC' 

Some  Comments  from  Former  Decorating  Den  Franchisees: 

Noteworthy  is  the  fact  that  all  of  the  comments  in  the  letters  of  complaint  I  received  from  former 
Decorating  Den  franchisees,  and  even  in  correspondence  that  I  received  from  several  attorneys 
representing  DDSI  franchisees,  bear  a  striking  similarity  misrepresentations  of  every  description, 
being  "swindled,"  "duped"  and  "flim-flammed"  into  purchasing  the  franchise,  verbal  promises  of 
potential  earning  capacity,  insufTicient  training  and/or  support,  incompetent  people  affiliated  with 
DDSI,  both  employees  and  approved  suppliers,  being  under  capitalized  and  other  hopeless 
financial  situations,  hidden  and/or  unexpected  costs  for  TV  advertising,  out-of-pocket  losses  for 
supplier  errors,  and  additional  expenses  incurred  for  travel,  accommodations,  meals  and  the  extra 
costs  to  attend  DDSI's  LifeStyle  University  for  ongoing  training  classes,  unexplained  or 
ambiguous  reasons  for  franchise  terminations,  hefty  penalties  for  early  franchise  terminations,  the 
reasons  just  go  on  and  on 

Of  particular  interest,  are  some  of  the  comments  made  by  some  of  these  DDSI  franchisees: 

"I  believe  that  a  DDSI  franchise  owner  grossing  $100,000  00  or  less 
per  year  is  unable  to  net  $10,000  00  per  year    Not  only  do  we  come 
to  this  conclusion  by  our  own  results,  but  by  also  talking  to  numerous 
franchise  owner's  husbands,  present  owners  and  previous  owners 

1  began  to  carefully  look  into  the  potential  profit  picture  with  a  DDSI 
franchise    Much  to  my  dismay,  I  discovered  how  difficult  it  is  to  make 
anywhere  near  the  $10,000  00  profit  on  $100,000  00  in  gross  sales    My 
wife  had  over  $100,000  00  in  sales  for  the  past  three  years    One  of  the 


63 


3  years  she  grossed  over  $1 50.000  00  in  sales    She  has  never  made  over 
SI 0.000  00  in  profit,  in  any  one  year "  (Windsor  Locks.  CT  ) 

"The  practices  of  DDSI  must  be  examined  closely    Their  general 
philosophy  may  be  summed  up  by  a  statement  made  to  my  hus- 
band, 'these  women  are  not  in  it  for  the  business  of  making  money, 
they  are  in  it  because  of  trip  incentives  and  Tiffany  credits  '  This 
theory  has  manifested  itself  in  high  turnover,  with  hundreds  of 
franchisees  dissolving  their  businesses,  losing  their  savings,  as  well 
as  self- worth  "  (Tampa,  FL) 

"Decorating  Den  took  our  money,  lied  to  us  for  as  long  as  they 
could,  and  when  we  had  to  give-up  the  business  because  we  can't 
afford  It  anymore,  they  keep  on  going,  selling  to  unsuspecting 
victims    They  know  that  by  the  time  we  give-up  we  have  lost 
so  much,  we  can't  afford  to  pay  a  lawyer  to  take  them  to  court." 
(Mesa,  AZ  ) 

".\fter  consulting  an  attorney,  I  decided  to  get  out  as  quickly  as 
possible  to  avoid  losing  any  more  money    Their  verbal  claims 
of  success  would  not  stand-up  in  coun.  so  I  did  not  pursue  it 
I  am  currently,  and  for  a  long  time  in  the  future,  will  be  paying 
off  a  second  mortgage  on  my  home    I've  tried  to  get  over  the 
bitterness,  but  it's  difficult  when  you  realize  the  financial  cost 
to  me  as  a  single  person'    I'm  still  dismayed  to  see  thai  Decora- 
ting Den  IS  still  selling  franchises!"  (New  Port  Richey,  FL  ) 

"A  number  of  current  and  former  Decorating  Den  owners  in  the 
Virginia  Beach  area  believe  that  they  [DDSI]  are  systematically 
selling  franchises  to  women  who  are  undercapitalized  from  the 
beginning  "  (Virginia  Beach,  VA) 

"I  went  with  this  business  very  naively  and  hope  to  be  able  to 
help  others  not  make  the  mistakes  that  I  made    So,  if  you  can 
help  me  get  staned  with  the  answers  to  my  questions,  I  will 
follow-up  by  contacting  other  casualties  in  Indiana  and  see  what 
can  be  done  from  here  "  (Plainfield,  IN  ) 

"We  are  still  intimidated  and  scared  by  DDSI     They  have  just 
made  a  franchise  close  his  business  and  he  is  losing  everything. 
I  will  help  any  way  I  can  to  keep  this  evil  man  [Bugg]  from 
ruining  anymore  lives  "  (TN) 

"We  practically  lost  everything  by  staying  with  Dec  Den 
Hopefijilv.  through  hard  work  and  a  miracle,  we  can  eventu- 
allv  recover  and  prosper  once  more    I  have  faith  that  nothing 
as  bad  as  Dec  Den  can  happen  to  us  without  something 
wonderful  coming  along  to  balance  it  out  "  (Winter  Haven,  FL.) 

".•\s  time  went  by,  1  realized  that  the  Pezzuti's  (regional  directors] 
in  nonhem  Jersey  and  Jim  Bugg  and  his  staff  in  Maryland  head- 
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quaners  were  only  out  to  sell  franchises  and  not  give  the  daily 
support  and  follow-up  afterwards    They  are  in  the  business  to 
sell  a  franchise  and  let  them  sink  or  swim  on  their  own    These 
people  were  misguided  and  misled.  They  needed  support,  were 
promised  it  and  never  received  it,   I  left  the  company    I  could  not 
work  for  people  who  were  unethical  and  one-sided    I  felt  very  sad 
about  the  franchise  owners    They  were  being  used  and  manipulated. 
These  people  also  lost  money  on  their  businesses    They  could  not 
even  sell,  because  they  felt  they  didn't  want  to  let  someone  else  be 
misled  by  the  dishonesty  of  the  company  "  (Former  Coordmator, 
Somerset.  NJ  ) 

Sadly,  the  majority  of  the  hundreds  of  Decorating  Den  franchisees  that  I'v  spoken  with  will  be 
paying  loans  on  their  investments  for  a  DDSI  franchise  for  years  to  come,  or  have  already  gone 
bankrupt  and  lost  almost  everything  or,  alternatively,  they've  already  lost  everything' 

Conclusion: 

1  would  like  to  ask  this  Subcommittee  the  same  question  that  1  posed  to  Congressman  LaFalce 
and,  that  is.  based  upon  the  factual  remarks  made  in  my  statement  today,  could  the  problem  of 
fraudulent  and  deceptive  business  practices  and  abuses  employed  by  DDSI  in  the  treatment  of  its 
franchisees,  and  DDSI's  connections  with  The  White  House  and  other  government  officials,  be  of 
a  political  nature^   .And.  if  so.  what  steps  can  be  taken  to  cure  this  gridlock''  If  this  situation  is  not 
of  a  political  nature,  then  what  explanation  can  be  given  for  the  FTC's  obvious  disinterest  in 
pursuing  enforcement  based  upon  the  facts  that  I  have  previously  outlined? 

While  my  experiences  with  the  FTC  overall  was  confijsing  and  frustrating,  I  found  that  the 
attorneys  that  1  worked  with  were  highly  competent,  caring,  and  well-intentioned    I  also  sensed  a 
great  deal  of  frustration  on  their  pan  in  their  inability  to  move  the  matter  forward    I  am  certain 
that  the  information  provided  to  the  FTC  was  sufficient  to  bnng  enforcement  proceedings  against 
DDSI  and,  frankly,  I  am  still  puzzled  as  to  their  decision  and  wonder  under  what  circumstances 
that  decision  might  have  gone  the  other  way    Frankly,  I  could  have  recouped  even  after  my 
DDSI  experience,  but  in  light  of  the  fact  that  I  spent  almost  three  years  without  an  income  to 
pursue  this  matter  of  extreme  importance  and  lost  everything  that  it  took  me  25  years  to 
accumulate,  it  is  extremely  difficult  to  walk  away  without  any  answers  to  my  many  questions 

1  respectfullv  request  that  this  Subcommittee  senously  consider  the  facts  presented  today  and 
determine  exactly  what  remedies  are  needed  to  be  taken  to  combat  franchise  abuses,  especially  by 
DDSI.  but  by  all  franchisors  through  passage  of  legislation  that  will  prevent  this  type  of 
outrageous  behavior  to  go  on  in  the  first  place,  let  alone  allowing  it  to  continue  for  over  a  decade. 

Thank  you  for  giving  me  the  opportunity  to  present  these  facts  to  your  Subcommitte. 
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Ms.  Lambert.  We  will  hear  from  Mr.  Purvin,  American  Associa- 
tion of  Franchisees  and  Dealers. 

STATEMENT  OF  ROBERT  L.  PURVIN,  JR. 

Mr.  Purvin.  Thank  you.  Thank  you,  Madam  Chairwoman  and  to 
the  distinguished  members  of  the  committee,  it  is  a  great  oppor- 
tunity to  come  here,  and  I  very  much  appreciate  and  applaud  your 
bringing  this  issue  into  focus,  where  it  should  have  been  for  the 
past  25  to  50  years,  and  in  just  listening  to  the  witnesses  and  the 
questions,  I  am  at  this  point  ready  to  set  aside  everything  that  I 
prepared  to  talk  to  you  and  come  at  this  whole  issue  in  a  different 
way. 

I  want  to  both  agree  with  everything  that  Susan  Kezios  said  to 
you,  and  under  the  backdrop  of  what  Ms.  Deal  just  said  to  you,  but 
at  the  same  time  disagree  with  the  approach  that  Ms.  Kezios  took 
only  in  that  she  kept  saying  where  was  the  FTC,  where  was  the 
FTC?  And  I  guess  I  want  to  say  to  you  that  if  the  FTC  hadn't  been 
there,  we  would  have  had  nothing.  That  the  FTC  came  forward.  My 
question  is,  where  was  Congress,  where  was  Congress?  That  is  a 
dangerous  thing  for  me  to  be  saying,  I  suppose  because  the  FTC 
took  on  its  own  to  adopt  a  rule.  The  rule  is  wholly  inadequate  and 
the  rule  does  not  address  what  is  to  me  the  most  important  aspect 
that  you  should  be  focusing  on. 

The  written  testimony  I  provided  is  actually  a  chapter  from  a 
book  I  have  recently  written  call  The  Franchise  Fraud,  How  to  Pro- 
tect Yourself  Before  and  After  You  Invest.  I  did  not  have  time  to 
prepare  a  written  statement,  so  I  took  a  chapter  from  the  book  that 
is  entitled  Whom  Do  the  Laws  Protect  Anyway? 

And  the  purpose  of  this  chapter  is  to  demonstrate  to  the  commit- 
tee that  the  current  framework  of  franchising  laws  are  more  de- 
signed to  protect  franchisors,  to  insulate  franchisors  from  liability 
than  to  protect  the  consumer.  The  disclosure  rule  creates  a  regu- 
latory framework  which  allows  franchisors  to  write  an  insurance 
policy.  If  you  comply  with  the  disclosure  rule,  you  are  free  from  re- 
sponsibility for  what  I  consider  to  be  very  abusive  practices. 

The  title  of  my  book,  it  talks  about  the  franchise  fraud,  is  not  the 
kind  of  fraud  that  the  Members  have  been  asking  questions  today, 
or  I  am  not  talking  about  the  bad  apples  that  are  out  there,  those 
criminals  that  misrepresent  and  lie  and  steal  and  cheat. 

The  franchise  fraud  is  a  defined  term  which  states  that  the  fran- 
chising industry  has  misrepresented  franchising  to  be  a  safe  and 
secure  way  of  owning  a  business,  and  the  most  distressing  part  of 
the  franchise  fraud  is  that  the  Federal  Government  and  the  State 
governments  have  bought  into  that  representation.  We  have  all,  for 
a  period  of  time,  bought  into  the  belief  that  if  you  buy  a  franchise 
business,  you  have  a  leg  up  on  having  a  winning  entrepreneurial 
experience. 

In  fact,  more  and  more  recent  studies  are  coming  forward  to  indi- 
cate that  franchise  businesses  have  significant  risks  across  the 
broad  spectrum.  Now,  I  am  not  talking  about  those  blue-chip 
franchisors  that  we  all — and  everybody  refers  to  McDonald's  and 
puts  McDonald's  out  there,  but  there  are  3,500  companies  and 
3,000  of  them — 3,300  of  them  do  not  measure  up  anywhere  close 
to  what  a  McDonald's  or  a  Coca-Cola  or  a  Budweiser  would  rep- 
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resent  to  us  if  we  had  an  opportunity  to  own  one  of  those  busi- 
nesses. 

The  representation  that  franchising  per  se  is  a  safe  and  secure 
way  of  owning  a  business,  rather  than  owning  a  McDonald's  or 
owning  the  Coca-Cola  bottling  company  or  owning  a  Budweiser  dis- 
tributorship is  a  safe  and  secure  way,  that  is  the  franchise  fraud, 
and  the  concept  and  perhaps  the  most  disturbing  part  of  the  fran- 
chise fraud  is  that  part  of  the  franchise  fraud  is  the  representation 
to  the  buying  public  that  when  you  buy  a  franchise,  you  are  pro- 
tected by  a  fabric  of  Federal  and  State  regulation. 

We  have  no  Federal  and  State  regulation.  In  my  book  I  talk 
about  the  30  percent  solution,  30  percent  equates  to  15  States  who 
have  had  the  wisdom  to  say  that  there  should  be  a  fabric  of  regula- 
tion. 

Now,  what  do  we  have?  We  have  a  disclosure  statement.  We 
have  a  FTC  rule  that  mandates  that  franchisors  must  disclose  in- 
formation, and  based  on  that  disclosure  statement,  we  have  the 
representation  that  franchising  is  regulated  like  our  securities 
laws. 

Franchising  is  not  regulated  like  our  securities  laws,  because  in 
the  security  industry,  which  I  understand  this  whole  committee 
also  has  jurisdiction  over  securities  laws,  we  have  minimum  stand- 
ards before  a  company  can  sell  a  security  and  we  have  minimum 
suitability  standards  before  an  investor  can  buy  a  security.  We 
have  minimum  requirements  that  must  be  met  before  a  company 
can  sell  its  stock  to  the  general  public. 

Ladies  and  gentlemen,  today  in  the  United  States  an  investor 
can  invest  in  some  3,300  companies,  $100,000  investment  in  buying 
a  franchise,  and  I  will  submit  to  you  that  that  investor  could  not 
legally  make  a  $5,000  investment  in  the  stock  of  those  same  com- 
panies. And  yet  the  investor  can  put  his  entire  life  savings  at  risk, 
all  of  his  eggs  in  one  basket,  without  any  protection  of  Federal  law 
and  in  most  instances  from  State  law. 

In  fact,  in  franchising,  it  is  the  last  vestige  of  consumerism 
where  the  principles  of  caveat  emptor,  let  the  buyer  beware,  still 
prevail,  and  it  is  something  that  we  have  to  change. 

So  when  we  talk  about  what  is  the  FTC  doing,  what  are  we 
doing,  the  whole  concept  that  franchising  is  a  regulated  industry 
is  not  true. 

And  although  I  am  pleased  that  the  FTC  is  out  there  making  the 
effort,  the  FTC's  efforts  are  wholly  inadequate  because  they  are  not 
properly  funded,  they  are  not  properly  inspired  by  the  mandate  of 
Congress  to  go  out  and  do  a  better  job. 

Without  a  private  right  of  action,  we  have  no  opportunity  of  put- 
ting teeth  in  the  FTC  rule.  I  guess  my  biggest  concern,  and  I  think 
it  was  echoed  by  the  two  witnesses  that  you  have  just  heard  from, 
is  that  the  FTC  has  limited  its  inquiry  in  any  practical  sense  to 
violation  of  the  disclosure  rule. 

The  lack  of  FTC  utilizing  its  normal  enforcement  authority  for 
abusive  practices  is  astounding  to  me.  In  the  last  year,  I  brought 
attention  to  the  FTC,  a  fairly  large  franchisor,  and  I  am  not  going 
to  name  a  name  at  this  instance,  but  a  fairly  large  franchisor  that 
I  believe  was  utilizing  franchising  as  a  mechanism  to  establish 
beachheads   in   communities  with  the  explicit  intent  of  freezing 
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those  franchises  out  of  business  so  that  company-owned  offices 
could  take  its  place.  That  to  me  is  an  abusive  practice.  And  I  be- 
lieve it  was  the  game  plan  of  this  franchisor  to  do  just  that. 

The  franchisees  in  many  systems  are  the  Marines  that  are  as- 
signed to  be  the  first  assault  team  with  the  idea  that  I  can  own 
and  operate  a  company-owned  store  or  I  can  put  my  products  in 
the  supermarket  once  that  beachhead  is  established  using  other 
people's  money,  and  this  is  the  abuse  that  we  must  stop. 

The  FTC  rule  provides  no  definition  or  prohibition  of  fraudulent 
practices.  All  it  requires  is  disclosure.  If  you  disclose  your  fraudu- 
lent practices,  you  can  then  perform  them.  There  are  no  minimum 
standards  under  the  FTC  rule  on  when  a  franchising  company  can 
sell  a  franchise  and  no  minimum  suitability  standards  that  are  ap- 
plicable and  when  an  investor  has  a  right  to  buy  a  franchise.  There 
are  no  minimum  relationship  standards  anywhere  in  Federal  law. 

What  constitutes  this  very  important  pervasive  part  of  this  econ- 
omy that  says  what  the  rights  are  between  franchisor  and 
franchisee.  In  today's  world,  rarely  does  a  franchisee  own  a  busi- 
ness, and  I  would  submit  to  the  committee  that  more  often  the 
franchisee  resembles  an  indentured  servitude  and  goes  back  to 
what  your  first  witness  this  morning  talked  about,  the  limited  right 
to  operate  a  business  under  the  name  of  a  franchisee. 

I  want  to  conclude  by  reminding  the  committee  that  caveat 
emptor  was  the  standard  in  this  country,  let  the  buyer  beware,  100 
years  ago.  We  have  left  that  long  behind  in  securities.  We  have  left 
that  long  behind  in  consumerism.  Why  is  it  still  here  in  franchis- 
ing? And  I  applaud  this  committee's  efforts  to  bring  this  issue  to 
the  floor. 

I  hope  I  have  helped  to  open  your  eyes  as  the  other  witnesses 
have  and  that  we  can  finally  get  about  the  task  of  creating  a  realis- 
tic and  meaningful  franchise  legislation  and  legal  fabric  in  the 
United  States. 

Thank  you. 

Ms.  Lambert.  Thank  you. 

The  Chair  recognizes  Ms.  Sandy  Anaya  with  Cajun  Enterprises. 

STATEMENT  OF  HARRIET  (SANDY)  ANAYA 

Ms.  Anaya.  Thank  you.  Madam  Chairwoman,  members  of  the 
committee,  and  also  thank  you  to  the  American  Franchisee  Asso- 
ciation for  bringing  me  here  today  and  allowing  me  to  share  my 
thoughts. 

I  was,  up  until  the  end  of  1993,  a  franchisee  of  Popeyes  Famous 
Fried  Chicken,  which  was  owned  by  Al  Copeland  Enterprises.  Al 
Copeland  was  the  sole  shareholder  of  the  company.  They  purchased 
Church's  Chicken  and  in  a  leveraged  buyout  with  funding  from  Ca- 
nadian Imperial  Bank  and  Merrill  Lynch.  They  could  not  meet  the 
requirements  on  their — paying  their  payments  on  the  loans  and  so 
they  went  into  bankruptcy. 

Ultimately  they  were  taken  over  by  Canadian  Imperial  Bank  and 
Merrill  Lynch,  and  it  is  now  owned  by  America's  Favorite  Chicken 
Company,  still  Popeyes,  and  the  owners  of  America's  Favorite 
Chicken  Company  is  Canadian  Imperial  Bank  and  Merrill  Lynch. 
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I  am  from  California,  so  my  frame  of  reference  is  California,  how- 
ever, I  am  very  well  aware  of  other  franchisees  within  the  system 
who  have  had  some  of  the  same  problems  that  we  have  had. 

We  became  involved  for  financial  security,  as  others  have  al- 
luded, and  for  return  on  our  investment.  I  would  like  to  add  too 
on  behalf  of  a  local  franchisee,  the  food  is  great,  so  that  brought 
us  in  too. 

In  northern  California,  19  stores  opened.  Fifteen  have  closed, 
four  are  now  open,  two  are  trying  to  sell  unsuccessfully,  one  has 
had  no  return  on  investment  and  is  continually  feeding  money  into 
it.  The  other  one  I  don't  know  whether  they  are  making  money  or 
not.  That  is  a  79  percent  failure  rate. 

In  southern  California  and  California  combined,  all  of  California 
combined,  40  stores  have  closed.  This  is  a  63  percent  failure  rate. 
Our  losses  for  the  group  of  our  investors  and  ourselves  come  to 
close  to  $6  million. 

I  would  also  estimate  the  losses  in  California  alone  exceed  $30 
million. 

The  recent  disclosure  by  America's  Favorite  Chicken,  Canadian 
Imperial  Bank,  discloses  one  store  as  closed  in  California.  One.  And 
they  preface  that  in  the  last  year,  so  they  didn't  talk  about  all  the 
other  years,  and  during  that  year,  the  corporation,  Al  Copeland  En- 
terprises, was  in  bankruptcy  so  no  stores  were  closed  unless  by  the 
franchisor  during  that  period  of  time. 

I  would  recommend  a  full  disclosure  of  all  failures  within  a  State 
by  State.  Now,  the  recent — one  of  the  franchise  agreements  we 
have  says  so  many  stores  have  closed  and  that  is  nationally.  No 
way  to  tell  a  problem  within  a  certain  State,  and  I  think  that  that 
disclosure  should  be  for  at  least  10  years  or  the  period  of  time  that 
franchises  have  been  sold  within  that  State. 

We  received  many  representations  from  the  franchisor,  some  of 
which  are  presented  in  this  offering  circular  which  was  given  be- 
fore we  received  the  franchise  agreement,  very  enticing  color 
photos,  beautiful  pictures  of  the  chicken,  number  one — Popeyes  is 
number  one  in  sales. 

The  innovator,  higher  volumes  of  return  on  investment,  emphasis 
on  franchisee  profits,  franchisees  expanding  worldwide,  give  you 
support  service  in  real  estate  expertise,  management  training,  op- 
erations, purchasing  power,  marketing  and  advertising,  our  mar- 
keting and  advertising  success  has  been  measured  both  by  national 
awards  and  record  breaking  sales  results.  Shows  you  the  growth. 
This  wonderful  chart,  I  am  happy  to  lose,  just  keeps  going  up,  and 
then  it  ends  with  the  sole  shareholder,  Al  Copeland,  not  only  works 
hard,  but  he  plays  hard  and  talks  about  his  being  a  champion  in 
the  world's  first  unlimited  ofishore  race  boat  team. 

We  are  told  that  we  could  expect  sales  of  about  $1  million  a  year 
per  location,  which  has  never  happened  as  far  as  I  know,  with  the 
exception  of  maybe  one  franchisee  in  all  of  California.  We  went  to 
conventions  in  New  Orleans,  made  to  feel  super  special,  wined  and 
dined.  I  mean,  how  could  you  lose? 

We  purchased  six  options  at  $10,000  an  option.  Some  of  the 
franchisees  that  I  am  acquainted  with  in  California  purchased  up 
to  20  options,  $200,000,  plus  the  franchise  fees,  $25,000  each  store 
that  was  opened.  We  had  a  development  schedule  to  open  stores 
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every  6  months,  which  was  impossible  to  do.  If  you  couldn't  meet 
the  schedule,  they  would  rewrite  it,  but  if  they — if  you  had  it  re- 
written, you  signed  a  release  of  all  claims,  past,  present,  future,  to 
get  this  extension  on  the  time.  With  a  stroke  of  a  pen,  65  options 
were  canceled  in  Northern  California,  $650,000.  Some  of  those  op- 
tions were  resold  three  times.  Oakland,  for  example,  had  three  dif- 
ferent franchisees.  There  are  no  restaurants  in  Oakland. 

I  would  estimate  approximately  150  of  these  options  were  can- 
celed in  all  of  California.  That  is  $1.5  million  that  the  franchisor 
had  to  do  nothing  except  collect  the  money.  These  territories  were 
represented  as  being  exclusive,  but  they  were  only  exclusive  until 
you  finished  in  building  your  territory,  then  the  franchisor  could 
move  in  and  put  a  store  right  next  door  to  you  if  they  wanted,  or 
sell  another  franchise.  However,  the  enticement  was,  you  know,  get 
as  many  options  as  possible  because  you  can  be  big  like  McDonald's 
and  control  a  territory,  OK? 

I  would  recommend  that  the  franchise  offering  circulars  disclose 
the  number  of  options  that  have  been  sold  in  a  State,  how  many 
have  been  developed,  how  many  have  been  canceled,  and  have  that 
go  on  for  at  least  the  period  that  the  franchises  have  been  sold  or 
for  10  years,  and  if  it  is  represented  that  a  territory  is  exclusive, 
that  it  is  exclusive  through  the  life  of  that  franchise  agreement,  not 
just  until  you  build  your  four  stores  or  six  stores  or  20  stores. 

When  Al  Copeland  Enterprises  went  into  bankruptcy — prior  to 
the  bankruptcy,  they  had  purchased  Church's  Chicken,  they  filed 
documents  with  the  SEC.  They  also,  during  the  bankruptcy,  there 
was  a  lot  of  communication  from  the  bankruptcy  court.  Things 
were  disclosed  that  were  never  disclosed  in  our  offering  circular. 

One  of  the  disclosures  was  the  insider  dealings.  Al  Copeland,  his 
relatives,  directors,  and  other  entities  that  he  owned  parts  of  or 
controlled  totally  had  special  franchise  agreements  and  other  ar- 
rangements where  the  franchise  fees  and/or  the  royalties  were  ei- 
ther excluded,  not  paid  for  a  period  of  time,  or  they  had  different 
arrangements.  On  one  of  them,  the  royalties  were  only  paid  on  the 
sale  of  chicken,  but  not  other  products. 

It  was  disclosed  that  there  were  high  receivables  from  insider 
franchisees,  royalties,  commissary  purchases,  and  ad  fund  pay- 
ments. It  also  was  disclosed  that  some  of  these  receivables  were 
transferred  to  another  company,  never  paid.  It  was  disclosed  that 
there  were  large  amounts  of  borrowing  by  insiders,  up  to  $6  million 
was  borrowed,  money  that  maybe  could  have  been  used  to  support 
franchisees.  In  some  cases,  parts  of  this  $6  million  was  never  re- 
paid. 

Also,  the  insider  had  certain  pleasures,  and  I  alluded  or  showed 
you  in  this  circular  the  race  team,  his  race  team  for  ofi'shore  raisers 
that  were  owned  by  the  company,  supported  by  the  company,  the 
race  drivers,  many  of  whom  were  also  franchisees  paid  by  the  com- 
pany. It  was  disclosed  in  the  bankruptcy  hearings  that  the  cost  just 
of  maintaining  that  was  $21,000  a  month.  He  had  a  jet  airplane, 
cost  of  maintenance,  $11,000  a  month,  a  helicopter,  luxury  auto- 
mobiles, including  two  Rolls  Royces,  a  box  at  the  New  Orleans 
Super  Dome,  cost  of  over  $40,000  a  year. 

In  addition  to  that,  in  1990  it  was  disclosed  that  his  compensa- 
tion was  over  $2  million  in  salary  and  bonuses.  He  also  received 
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$2.6  million  in  royalties,  another  $500,000  for  one  of  his  holding 
companies.  This  is  higher  than  what  was  recently  in  the  Res- 
taurant Business  News  as  the  top  10  salaries,  higher  than  the  top 
of  the  top  10  who  happens  to  be  Pepsi-Cola. 

I  would  recommend  a  full  disclosure  of  all  franchises  owned  or 
controlled  by  corporate  officers,  directors,  insiders,  relatives.  I 
would  also  recommend  any  disclosure  of  different  franchise  agree- 
ments or  arrangements  that  did  not  apply  to  the  insiders,  but  that 
regular  franchisees  had  to.  I  would  require  disclosure  of  loans  and 
also  the  compensation  of  officers  within  the  corporation. 

We  were  required  to  purchase  proprietary  products  from  first  the 
corporation,  and  then  prior  to  the  purchase  of  Church's,  the  spice 
company  was  moved  into  Al  Copeland's  own  personal  holding  com- 
pany or  diversified  foods.  We  found  more  and  more  products  were 
required  to  be  purchased  that  were  manufactured  in  New  Orleans, 
and  of  course  in  California  with  high  freight  costs. 

The  offering  circular  said  these  products  would  be  at  reasonable 
markups.  However,  in  the  SEC  filings,  it  was  disclosed  that  this 
spice  company.  Diversified,  brought  product,  sold  it  to  a  holding 
company,  My  Favorite  Year,  My  Favorite  Year  then  sold  it  back  to 
the  spice  company,  Diversified  at  1,000  percent  mark  up. 

In  a  deposition  that  I — our  attorney  took  of  the  controller  of  My 
Favorite  Year,  the  holding  company,  the  markup  included  the  over- 
head of  the  120  foot  yacht,  the  captain,  the  crew  and  the  berth. 
Then  the  spice  company,  Diversified,  put  another  markup  on  it  and 
sold  the  food  back  to  the  franchisees. 

I  would  recommend  that  franchisors  not  have  control  of  produc- 
tion and  proprietary  products. 

I  don't  have  much  more.  We,  as  other  franchisees,  got  into  litiga- 
tion, and  I  think  this  is  the  key  point.  We  have  been  in  litigation 
since  1989.  Venue  was  New  Orleans.  We  have  had  a  terrible  time 
finding  an  attorney  in  New  Orleans  without  a  conflict  of  interest. 
We  have  been  concerned  about  getting  an  impartial  jury  in  Al 
Copeland's  hometown  where  he  is  the  rags  to  riches  success  story. 

Our  costs  have  been  enormous  and  also  for  other  franchisees.  Ca- 
nadian Imperial  Bank's  attitude  is  that  they  took  over  these  liabil- 
ities, but  they  don't  want  to  have  to  deal  with  them.  That  went  be- 
fore, OK?  I  would  recommend  a  disclosure  of  all  lawsuits  that  have 
occurred  for  the  past  10  years  and  a  change  of  venue  to  the 
franchisee's  home  State  rather  than  the  franchisor. 

Finally,  I  would  like  to  talk  about  the  advertising  fund,  and  very 
quickly  I  would  just  like  to  say  that  the  discretion  of  media  adver- 
tising, the  placement  of  media  advertising  was  at  the  discretion  of 
the  franchisor.  Local  advertising  in  an  audit  that  I  happened  to 
have  obtained  for  1985,  local  advertising,  which  was  New  Orleans, 
was  $6  million,  $2.5  million  was  spent  on  the  rest  of  the  system. 

New  Orleans  of  course  was  the  home  base  for  the  Popeyes  com- 
pany stores  and  the  insider  franchisee  stores,  where  borrowings 
from  the  ad  fund,  which  was  a  trust  fund,  and  I  have  documenta- 
tion that  some  of  the  borrowings  were  either  fully  or  partially  writ- 
ten off  or  delinquent  payments  to  the  ad  firm  from  the  insider 
franchisees. 

I  would  recommend  that  the  add  fund  is  controlled  by  other 
franchisees  rather  than  the  insiders  or  the  franchisor. 
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And  finally,  out  of  California,  we  do  have  a  very — a  very  good 
complaint  law  compared  to  other  laws,  I  believe.  However,  these 
abuses  occurred  anyway.  So  obviously  the  penalties  are  not  great 
enough  or  not  being  followed  through,  and  I  saw  correspondence 
from  the  Department  of  Corporations  that  was — they  were  very 
concerned  about  the  financial  stability  of  Al  Copeland  Enterprises 
and  required  a  $2  million  bond  to  protect  franchisees,  but  we  never 
knew  about  it.  So  I  am  all  for  all  the  legislation  you  can  do  to  help 
the  little  guy. 

Thanks  very  much. 

Ms.  Lambert.  Thank  you,  Ms.  Anaya  and  we  will  let  Mr.  Hos- 
kins  conclude  this  panel. 

STATEMENT  OF  WILLIAM  HOSKINS 

Mr.  HOSKINS.  Thank  you.  Madam  Chairwoman  and  members  of 
the  subcommittee.  My  name  is  Hank  Hoskins.  I  reside  in  Lansing 
Michigan  and  have  joined  the  American  Franchisee  Association.  I 
was  a  PIP  Printing  franchisee  for  17  years  and  have  been  in  litiga- 
tion with  PIP  since  1990.  Along  with  my  testimony,  I  am  submit- 
ting to  the  committee  a  separate  set  of  documents  which  refer  spe- 
cifically to  the  subjects  that  I  will  discuss  here  as  an  appendix. 

The  problem  of  fraudulent  inducement  in  the  purchasing  of  a 
franchise  is  not  new.  We  have  heard  a  lot  about  that  this  morning. 
But  there  is  a  darker  side  of  franchising  that  is  not  known  and  is 
just  as  devastating.  In  practical  terms,  it  amounts  to  the  inden- 
tured servitude.  Indentured  servitude  means:  If  the  franchisor  goes 
bad,  the  franchisee  can't  leave.  Even  if  the  franchisor  virtually  dis- 
appears, as  it  happened  with  the  membership  company,  the 
franchisee  nevertheless  must  stay  and  pay  for  nothing. 

A  franchise  agreement  is  a  long-term  relationship,  not  unlike  a 
marriage  agreement.  With  a  marriage,  if  one  of  tne  spouses  be- 
comes incompetent  or  abuses  the  other,  the  marriage  can  be  dis- 
solved. Not  so  in  franchising.  No  matter  what  a  franchisor  does,  it 
is  virtually  impossible  for  a  franchisee  to  escape  from  a  long-term 
straightjacket  franchise  agreement  to  pay  large  royalties  and  fees 
to  the  franchisor. 

In  the  PIP  case,  an  outside  stockholder,  the  Kane-Miller  com- 
pany, engineered  a  leveraged  buyout  to  take  the  publicly-owned 
partnership  private.  To  pay  off  the  massive  loan  to  the  bank,  Kane- 
Miller  eliminated  virtually  all  of  the  competent  people  in  PIP,  and, 
by  the  way,  we  just  learned  over  the  last  month,  one  of  the  presi- 
dent's has  resigned.  The  vice-president  of  operations  within  the  last 
60  days  has  left  and  another  key  person  under  the  operations  of 
the  company  has  put  in  his  resignation  and  it  was  done  as  of  July 
29th.  So  who  is  running  the  company?  All  the  current  franchisees 
are  asking  the  same  question. 

They  reduced  PIP's  services  to  practically  nothing  and  demanded 
that  the  franchisee  pay  the  bill  for  the  LBO  by  continuing  to  make 
large  payments  for  nothing.  Any  franchisee  who  tries  to  protest  or 
escape  is  attacked  and  sued  for  all  of  the  payments  that  the 
franchisee  might  have  made — that  is  saying  if  the  franchisee 
stayed  in  business — not  the  end  of  the  franchise  term. 

A  way  to  explain  this  is,  and  this  has  been  supported  by  a  Cali- 
fornia court  ruling,  a  franchisor  sells  a  franchise.  The  franchisee 
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puts  15,000  deposit  on  a  $40,000  franchise  price.  He  is  in  business 
3  years,  pays  off  the  franchise  fee  of  the  $40,000  remainder.  He 
pays  royalties  for  those  periods.  He  may  have  made  money,  he  may 
have  lost  money. 

The  franchisor  can  come  in  and  say,  you  are  terminated,  you 
have  30  days  to  take  down  your  sign,  and  immediately  they  can  go 
to  court  and  get  royalties  at  the  discounted  present  value  of  what 
the  franchisee  might  have  paid  if  he  had  been  in  business  for  the 
remainder  of  the  17-year  period,  and  this  has  happened,  and  this 
has  happened  to  two  people,  and  this  has  happened  to  a  franchisee 
that  was  paying  for  nothing. 

His  only  way  to  survive  without  bankruptcy  and  losing  his  busi- 
ness was  to  take  the  sign  down,  and  when  he  did,  the  company 
went  to  court  and  got  a  summary  judgment  for  almost  a  half  a  mil- 
lion dollars  on  a  store  that  he  notified  he  had  closed  2  years  prior 
to  that. 

If  a  franchisee  tries  to  sell  his  or  her  business,  PIP  will  hold  the 
former  owner  responsible  for  the  liabilities  of  the  new  owner  and 
require  the  former  owner  to  sign  a  release  of  all  legal  rights.  Much 
of  this  a  franchisee  doesn't  learn  until  the  resale  forms  arrive  by 
Federal  Express,  and  by  the  way,  these  are  different  forms  that 
were  handed  to  him  before  he  started  looking  for  a  buyer  that  was 
given  to  him  by  the  company. 

So  just  in  time,  before  the  closing  of  the  transfer  and  sale,  when 
these  forms  arrive,  you  have  these  changes.  If  a  franchisee  at- 
tempts to  close  an  unprofitable  location,  a  location  he  is  losing 
money,  PIP  will  sue  the  franchisee  for  the  future  royalties  it  would 
have  collected. 

I  am  furnishing  this  committee  with  a  sample  offering  circular 
and  a  franchise  agreement,  and  in  the  exhibits,  it  is  Sections  4  and 
5,  I  believe.  In  them,  you  won't  find  these  conditions.  If  they  were 
explained,  PIP  would  not  be  able  or  they  would  have  not  sold  a 
franchise.  This  is  one  of  the  largest  nondisclosure  issues  in  fran- 
chising. The  threat  of  accelerated  royalties  is  the  device  by  which 
a  deteriorating  franchisor  retains  control  of  the  franchisees. 

This  is  causing  financial  genocide  of  the  PIP  franchisees  and  is 
even  affecting  prior  owners  of  PIP  franchisees.  People  who  sold 
their  franchises  18  years  ago,  this  is  to  another  individual  and  they 
have  established  a  new  life,  they  are  being  sued  by  PIP.  This  hap- 
pened to  a  former  PIP  franchisee  in  Corvallis,  Oregon  last  year. 
This  is  only  one  of  many  such  examples  which  I  have  documented 
for  this  committee.  The  49  percent  of  the  PIP  locations  that  remain 
must  be  concerned  with  where  their  futures  are  headed. 

Since  1989,  PIP  has  had  four  different  presidents,  all  appointed 
and  controlled  by  Kane-Miller,  who  has  no  interest  in  the  printing 
business.  Two  of  them  were  taken  from  the  hair  dressing  business. 
The  current  president,  just  appointed  recently,  is  Kane-Miller's 
longstanding  chief  financial  officer.  He  has  only  one  priority,  to  see 
how  much  money  he  can  transfer  from  the  franchisees  to  his  real 
employer,  Kane-Miller.  It  has  been  9  years  since  PIP  has  had  a 
president  with  any  knowledge  of  the  printing  business. 

Since  1988,  the  Federal  Trade  Commission  has  received  over  200 
complaints  about  PIP,  and  probably  would  have  received  more  be- 
cause so  many  people  lost  everything  and  walked  away.  Many  were 
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for  deceptive  and  false  statements  to  induce  purchasers  or,  like 
mine,  for  PIP's  failure  to  disclose  that  it  will  never  let  a  franchisee 
out  of  this  relationship  of  indentured  servitude,  but  will  insist  on 
payments  of  all  royalties  and  fees  to  the  end  of  the  term  and  guar- 
antees of  future  payments  by  former  franchisees. 

Madam  Chairwoman,  this  is  a  situation  in  franchising,  you  can't 
get  away.  Earlier  Mr.  White  from  the  Federal  Trade  Commission 
had  answered  that,  yes,  they  will  press  section  5  for  problems  after 
the  sale  of  the  contract.  I  say  if  it  looks  like  a  duck,  walks  like  a 
duck,  sounds  like  a  duck,  this  duck  falls  under  section  5  and  the 
FTC  has  been  looking  at  this  for  6  years.  And  they  have  so  much 
documentation  they  ran  out  of  room  in  Atlanta. 

As  it  turns  out,  filing  a  complaint  with  the  FTC  was  like  having 
a  fox  guarding  the  chickens.  The  FTC  seemed  to  forget  that 
franchisees  were  consumers  when  they  were  sold  franchises.  For  5 
years,  the  FTC  took  no  action  to  cure  these  abuses.  At  one  point, 
however,  the  FTC  sent  a  list  of  th'  complaining  franchisees  to  PIP, 
conveniently  providing  PIP  with  a  list  of  targets  for  retaliation. 
And  in  my  exhibits,  under  section  3  for  the  record  to  refer  to,  would 
be  pages  4  and  5  which  is  a  declaration  of  PIP,  a  vice  president 
which  was  introduced  in  my  litigation  which  firmly  explains  that 
all  infractions  were  left  up  to  the  franchisor  for  them  to  provide 
whether  there  was  any  merits  in  the  case  or  not. 

At  the  same  time,  the  FTC  was  telling  the  franchisee  something 
else,  and  also  in  Section  3  of  the  exhibits,  page  35  through  42,  you 
will  find  statements  from  Mr.  Hartwell  fully  put  this  on  point.  For 
many  people,  the  FTC  was  their  last  hope.  Instead  they  received 
only  more  disappointment. 

And  at  this  time,  they  really  felt  that  they  had  two  enemies. 
They  had  been  beat  and  broke  by  PIP  and  when  they  went  to  the 
FTC,  the  FTC  was  as  much  or  more  problem  or  more  dangerous 
than  what  PIP  was.  Much  could  have  been  avoided  if  the  Federal 
Trade  Commission  had  taken  action. 

And  by  the  way,  there  was  a  mention  in  the  opening  statement 
about  the  GAO  report  in  1993.  I  know  about  that.  That  report  does 
not  really  reflect  everything  because  I  was  the  one  that  wrote  the 
request  for  Senator  Heflin  to  submit  to  the  Government  Oversight 
Committee. 

Thank  you  for  this  opportunity  to  testify  before  this  committee. 

Ms.  Lambert.  Thank  you,  Mr.  Hoskins. 

I  will  try  to  be  brief  with  my  questions  and  I  have  just  a  couple 
for  you  all. 

Ms.  Kezios,  I  am  told  that  you  have  consulted  with  the  Depart- 
ment of  Commerce  on  franchise  data  collection;  is  this  true? 

Ms.  Kezios.  Yes. 

Ms.  Lambert.  Is  the  lack  of  the  data  about  the  $800  billion  an 
impediment  to  an  accurate  analysis  of  the  problem  that  exists  and 
how  pervasive  these  problems  are? 

Ms.  Kezios.  The  U.S.  Department  of  Commerce  hasn't  collected 
data  on  franchising  since  1988,  and  there  is  no  public  place  for 
franchisees  to  go  for  data.  There  is  no  repository.  The  Federal 
Trade  Commission  doesn't  keep  these  documents,  for  example. 

Ms.  Lambert.  Does  your  association  keep  any  documentation? 

Ms.  Kezios.  No.  We  don't  have  r  sources  yet  to  do  that. 
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Ms.  Lambert.  How  pervasive  are  the  problems  of  fraud  and 
abuse  in  the  industry?  I  mean,  you  have  alluded  to  some  of  that 
in  your  testimony,  but  isn't  it  true  that  most  franchisees  are  satis- 
fied with  their  relationship  with  their  franchisor? 

Ms.  Kezios.  Franchisees  that  are  part  of  the  AFA  have  owned 
their  businesses  from  3  months  to  35  years.  The  median  is  about 
9y2  years.  I  think  our  franchisees  are  beyond  the  critical  stage. 

What  you  are  forgetting  about  is  the  people  who  have  invested 
the  money,  and  then  they  have  invested  critical  dollars  in  the  first 
couple  of  years  trying  to  make  it  and  their  family's  time  and  their 
time.  I  would  say  that  every  franchise  contract  has  got  the  poten- 
tial for  abuse  in  it  that  we  are  talking  about  and  it  is  solely  up  to 
the  discretion  of  the  franchisor  or  the  successor  franchisor  as  you 
have  heard  in  a  couple  of  testimonies  here. 

Ms.  Lambert.  You  said  the  median  is  9  years? 

Ms.  Kezios.  Nine-and-a-half  in  our  association,  yes.  We  have  got 
franchisees  who  have  been  around.  They  are  successful  in  the  fact 
that  they  have  been  able  to  exist  financially,  but  they  are  unhappy 
in  the  relationship.  They  feel — we  talked  about  encroachment.  We 
talk  about 

Ms.  Lambert.  But  those  you  have  who  have  been  there  35  years 
even  have  some  dissatisfaction? 

Ms.  Kezios.  Absolutely.  For  example,  there  is  a  section  in  the  of- 
fering circular  on  renewal.  That  is  one  item  that  must  be  disclosed. 
Renewal  is  a  misnomer.  The  Domino's  Pizza  franchisees  don't  get 
the  exact  Domino  contract  they  signed  15  years  ago. 

They  get  a  new  contract  with  materially  different  terms  in  it, 
higher  royalty  fees,  higher  advertising  fees,  higher  commissary 
costs.  There  is  also  a  cross  default  clause  in  there  saying  if  they 
screw  up  and  default  in  one  restaurant,  they  lose  all  of  them. 

So  what  do  you  do  when  you  have  got  a  sunk  economic  invest- 
ment? This  is  not  like  a  money  market  fund,  you  can  take  your 
money  out.  You  have  been  building  these  businesses  for  15  years. 
So  I  would  say  there  is  some  fraud  there.  There  is  some  deception. 
There  is  some  unfair  abuses  practices,  and  the  abuse  is  one-sided, 
solely  the  franchisor  can  take  that  discretion. 

Ms.  Lambert.  But  the  numbers  that  you  have  in  your  association 
are  basically  pretty  long-term  numbers  as  far  as  those  members — 
the  members  you  have? 

Ms.  Kezios.  They  have  made  it,  yes.  They  have  gotten  past. 
There  is  also  evidence  of  some  smaller  groups  of  franchisees  who 
are — we  are  losing  them.  They  are  not  lasting  long  enough. 

Ms.  Lambert.  Of  those  of  you  all  who  have  shared  your  stories, 
have  any  of  you  taken  a  private  right  of  action  against  a 
franchisor?  If  so,  how  well  has  that  process  worked  for  you,  have 
any  of  you  done  that? 

Ms.  Anaya.  We  are  in  the  middle  of  it  right  now. 

Ms.  Deal.  I  myself,  they  were  going  to  limit  me  to  arbitration, 
but  I  wasn't  really  happy  by  that  because  I  am  a  paralegal  and  I 
know  that  the  attorneys  that  are  members  of  the  Forum  on  Fran- 
chising through  the  American  Bar  Association  are  the  arbitration 
panel,  so  I  wasn't  real  comfortable  with  that,  knowing 

Ms.  Lambert.  Have  you  been  through  any  of  the  arbitration? 
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Ms.  Deal.  Well,  what  happened — no,  I  didn't  go  through  the  ar- 
bitration, but  what  happened  when  DDSI  was  getting  so  frustrated 
with  me  for  contacting  other  franchisees  and  accused  me  of  trying 
to  form  an  association  of  disgruntled  franchisees  to  interrupt  the 
smooth  operation  of  their  business  format,  they  instituted  two  suits 
against  me  in  the  Superior  Court  of  New  Jersey,  and  also  in  the 
U.S.  District  Court  for  the  District  of  New  Jersey. 

Ms.  Lambert.  So  you  haven't  used  the  private  right  of  action  or 
the  arbitration? 

Ms.  Deal.  What  I  wound  up  doing  was  counterclaiming  against 
them  for  all  of  the  things  that  they  did  and  did  not  do  for  my  fran- 
chise, but  eventually,  because  of  intimidation  tactics  with — I  was 
forced  naturally  to  go  to  another  attorney  when  my  original  attor- 
ney said  he  could  no  longer  represent  me. 

I  went  to  another  attorney,  but  DDSI's  attorneys  were  so  intimi- 
dating to  not  only  myself,  but  to  him,  that  we  wound  up  settling 
it  for  a  very  small  sum  just  to  drop  everything.  They  just  could  not 
find,  again,  the  franchise  agreement  was — there  was  no — nothing 
that  they  could  really  put  a  finger  to  and  all  these  other  things 
they  never  addressed. 

Ms.  Lambert.  So  Ms.  Anaya,  in  your  private  right  of  action  proc- 
ess, how  long  has  that  been  going  on,  for  4  years? 

Ms.  Anaya.  It  started  in  1989  when  they  sued  us  for  back  royal- 
ties and  we  countersued,  and  then  part  of  the  delay  is  the  Bank- 
ruptcy Court.  But  our  corporation  was  forced  into  bankruptcy  and 
then  we  have  got  a  court  date  of  October  17th  now,  and  I  am  still 
having  problems  with  attorneys.  The  venue  is  in  New  Orleans. 

Ms.  Lambert.  What  kind  of  rating  would  you  give  the  process  of 
the  private  right  of  action,  compared  to  probably  what  your  other 
alternatives  might  have  been? 

Ms.  Anaya.  It  depends  on  the  outcome  at  this  point.  If  we  win, 
it  works  well.  We  can't  hang  in  there  to  get  there,  which  is  appar- 
ently a  problem.  I  mean,  we  have  been  drained. 

Ms.  Lambert.  We  say  that  sometimes  around  here,  but  we  don't 
know  before  we  vote,  so  we  can't  ever  tell. 

Mr.  Hoskins,  have  you  experienced  either  of  those  processes? 

Mr.  Hoskins.  I  would  say  the  private  action  by  a  franchisee 
against  a  franchisor,  1  being  failure  and  10  being  success,  a 
franchisee  has  a — maybe  a  strong  2  going  into  litigation  with  the 
franchisor.  First  of  all,  you  are  hauled  off  to  another  State 

Ms.  Lambert.  Have  you  experienced  either  of  these  processes? 
Are  you  in  either  of  those? 

Mr.  Hoskins.  For  one  example,  I  am  in  Michigan  and  Michigan 
has  a  very  strong  franchise  law  that — for  venue,  is  that  if  you  are 
going  to  sue  a  franchisee,  you  have  to  do  it  at  Michigan.  That  is 
all  right. 

Anyway,  they  sued  me  in  California,  doesn't  matter  what  the  law 
says.  So  we  fought  the  venue  jurisdiction  in  California  and  that 
cost  $20,000,  and  then  you  go  to  trial,  and  then  I  was  pro  se  for 
a  long  time. 

To  litigate  with  a  franchisor,  even  on  a  small  amount,  it  is  going 
to  cost  you  somewhere  between  $100,000  to  $200,000.  You  are 
going  to  experience,  as  I  have  seen  with  the  PIP  franchisees,  a  tre- 
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mendous  abuse  of  discovery.  A  franchisor  will  abuse  discovery  to  no 
end. 

When  a  suit  is  entered,  you  are  going  to  see  an  avalanche  of 
depositions,  document  discovery  to  scorch  the  earth  with  you,  and 
usually  a  franchisee  won't  get  past  the  starting  point.  They  will  be 
out  of  money. 

If  they  go  out  of  State,  even  if  they  can  find  an  attorney — there 
is  another  case  of  robbery  there  because  that  attorney  doesn't  feel 
you  are  going  to  win  and  you  are  going  to  write  out  a  big  retainer 
and  that  is  going  to  be  gone  soon,  so  you  are  out  of  luck. 

Ms.  Lambert.  But  you  are  engaged  in  a  private  right  of  action? 

Mr.  HOSKINS.  Yes,  I  am. 

Ms.  Lambert,  One  last  question  for  Ms.  Kezios  and  Mr.  Purvin. 

How  effective  has  the  national  mediation  program  that  is  admin- 
istered by  the  Center  for  Public  Resources?  Has  that  been  of  any 
assistance  to  either  of  you  all? 

Ms.  Kezios.  It  is,  to  use  the  words  of  some  attorneys  that  work 
with  our  association,  a  smoke  screen.  The  Franchisor  Trade  Asso- 
ciation, I  think,  a  very  odd  board  of  directors,  members,  maybe 
nine  have  signed  up  for  it. 

We  have  got  an  instance  within  our  association  of  a  franchisee 
who  has  tried  to  go  through  that  program,  through  CPR  and  they 
are  a  franchisor,  one  of  the  founding  signers  of  the  pledge  with  all 
the  news  releases  refuses  to  mediate. 

Mr.  Purvin.  If  I  may,  I  would  like  to  comment  on  a  couple  of 
other  responses  if  I  can  as  well. 

Ms.  Lambert.  Briefly. 

Mr.  Purvin.  In  the  first  place,  the  mediation  program  is  fairly 
new,  has  not  been  well  tested,  and  it  is — the  biggest  problem  with 
mediation  is  that  franchisees  have  such  meager  resources  that  if 
they  spend  their  resources  on  nonbinding  mediation,  they  may  not 
have  even  the  two  chances  that  Mr.  Hoskins  related  to,  and  he  was 
right  on  the  number  the  two  chances  that  a  franchisee  has  which 
we  all  know  are  slim  and  none. 

But  I  wanted  to  make  two  very  brief  comments.  One,  Ms.  Anaya, 
who  just  gave  a,  just  a,  I  think,  a  very  touching  total  statement 
that  the  committee  can,  see  in  all  of  these  stories  are  not  fly-by- 
night  companies.  These  are  companies  that  we  all  know  of  as  being 
major  players  in  the  franchising  industry,  but  as  she  went  through 
her  presentation,  she  kept  saying,  I  recommend  the  disclosure,  I 
recommend  the  disclosure.  You  will  find  when  the  IFA  talks  to  you 
that  they  will  tell  you  we  recommend  disclosure  of  all  those  things, 
because  as  soon  as  they  have  disclosed,  the  problem  doesn't  go 
away. 

The  disclosure  is  made,  and  then  everybody  can  go  away  because 
the  disclosure  was  made,  but  there  the  problem  would  still  be  there 
and  she  would  still  be  there  without  any  federally  mandated  rule 
that  those  things  that  they  did  were  wrong.  So  the  disclosure,  dis- 
closure, disclosure  is  not  the  answer.  The  answer  is  we  need  tough- 
er teeth  in  our  laws  and  more  authority  for  our  laws  to  be  able  to 
be  enforced. 

Ms.  Lambert.  Thank  you. 
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Mr.  PURVIN.  I  am  sorry.  There  was  one  other  thing  I  wanted  to 
say  in  response  to  your  question  of  the  pervasiveness  of  the  prob- 
lem. We  look  at  it  the  wrong  way. 

Even  if  you  assumed  that  the  IFA  is  correct  that  95  percent  of 
all  franchisees  are  satisfied  with  their — which  those  of  us  that  rep- 
resent franchisees  think  are  totally  wrong  statistics,  but  even  if  it 
were  true,  when  we  had  a  collapse  of  our  banking  system  in  the 
1930's,  did  5  percent  of  the  population  lose  their  money  through 
the  banking  system? 

When  Ralph  Nader  wrote  his  book  Unsafe  at  Any  Speed,  did  he 
say  that  75  percent  of  Corvairs  exploded?  No.  The  percentage  of — 
the  unacceptable  percentage  of  people  being  ripped  off  can  be  as 
low  as  5  percent  and  still  be  thousands  and  millions  and  millions 
of  dollars. 

Ms.  Lambert.  I  would  like  to  thank  both  of  the  associations,  as 
well  as  the  individuals  for  presenting  their  stories. 

We  appreciate  having  you  on  this  panel  very  much.  We  did  note 
in  the  testimony  there  were  recommendations  for  other  disclosures 
and  helpful  suggestions  that  could  be  of  use  for  other  franchisees 
as  well. 

Thank  you  very  much.  The  Chair  calls  the  third  and  final  panel. 
The  Chair  would  also  like  to  remind  the  panel  once  again  that  the 
5-minute  rule  is  in  order.  If  you  could  summarize  your  testimony, 
it  would  be  much  appreciated.  It  is  certainly  there  in  the  record. 

The  Chair  welcomes  the  third  panel.  I  will  just  run  down  that 
in  the  order  that  I  believe  they  would  like  to  be  presented.  Lewis 
Rudnick  is  the  counsel  of  IFA;  Michael  Adler  with  Moto  Photo;  Ste- 
phen Hammerstein  from  Kwik  Kopy,  Bob  Beavers  from  McDonald's 
who  has  been  mentioned  several  times  today. 

We  are  glad  they  are  here,  and  Mr.  James  Carpenter  with  Wild 
Birds  Unlimited,  and  I  am  an  avid  collector  of  bird  houses  so  I  am 
delighted  that  you  are  on  this  panel  as  well. 

If  we  can  begin  with  Mr.  Rudnick  and,  again,  I  will  just  remind 
the  panel,  5  minutes,  if  you  can  summarize  your  testimony,  that 
will  give  me  some  time  for  some  questions. 

STATEMENTS  OF  LEWIS  G.  RUDNICK,  ON  BEHALF  OF  THE 
INTERNATIONAL  FRANCHISE  ASSOCIATION;  MICHAEL 
ADLER,  CHIEF  EXECUTIVE  OFFICER,  MOTO  PHOTO,  INC.; 
STEPHEN  B.  HAMMERSTEIN,  CHAIRMAN,  KWIK  KOPY  COR- 
PORATION; ROBERT  M.  BEAVERS,  SENIOR  VICE  PRESIDENT, 
MEMBER,  MCDONALD'S  BOARD  OF  DIRECTORS,  McDONALD'S 
CORPORATION;  AND  JAMES  R.  CARPENTER,  PRESIDENT, 
WILD  BIRDS  UNLIMITED,  INC. 

Mr.  Rudnick.  Good  morning,  Madam  Chairwoman,  my  name  is 
Lewis  Rudnick.  I  am  a  partner  in  the  law  firm  of  Rudnick  &  Wolf 
based  in  Chicago  and  counsel  to  the  International  Franchise  Asso- 
ciation, which  I  will  refer  to  as  the  IFA,  and  I  am  speaking  this 
morning  as  a  representative  of  the  IFA. 

I  would  like  to  note  that  one  of  the  witnesses  that  the  IFA  had 
hoped  to  have  at  this  hearing,  Steve  Sigal,  who  is  the  chair  of  the 
IFA  Standards  Committee  and  a  franchisee  member  of  the  Fran- 
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chise  Advisory  Council  was  unable  to  attend,  but  has  submitted  a 
statement  to  the  committee  for  the  record. 

I  have  been  a  practitioner  of  law  in  franchising  for  about  30 
years.  I  have  had  the  privilege  of  watching  franchising  grow  from 
rather  humble  beginnings  in  the  1960's  to  the  force  in  our  economy 
that  it  is  today.  The — and  I  have  seen  franchising  change  quite  a 
bit  over  the  years. 

Let  me  say  a  few  things  about  the  IFA.  First,  the  IFA  has  more 
than  700  franchisor  members  and  franchisee  members  representing 
25,000  outlets.  IFA  was  founded  in  1960.  It  is  dedicated  and  has 
been  since  its  inception  to  the  improvement  of  franchising  as  a 
business  relationship.  The  IFA  is  also  keenly  aware  of  the  legal  en- 
vironment in  which  franchising  operates  and  ways  in  which  that 
environment  can  be  improved  and  that  interest  extends  of  course 
to  the  way  in  which  franchising  is  regulated. 

The  IFA  has,  throughout  the  process  of  development  of  the  dis- 
closure regulation  that  exists  today,  been  a  strong  supporter  of  dis- 
closure regulation  and  the — of  information  to  prospective  franchise 
buyers  prior  to  the  sale  of  a  franchise. 

I  would  like  to  note  for  the  record  that  Chris  White  made  some 
references  this  morning  in  his  testimony  to  business  opportunity 
sellers,  and  I  think  it  is  important  to  note  that  companies  of  that 
kind  are  not  part  of  the  IFA,  and  I  think  they  represent  a  very  dif- 
ferent kind  of  regulatory  pattern  and  problem  than  are  represented 
by  the  IFA  membership. 

Franchising  is  frequently  referred  to  as  an  industry,  but  it  is 
really  not  an  industry.  It  is  a  business  relationship  that  has  a  num- 
ber of  permutations  and  variations  and  is  used  in  more  than  60  dif- 
ferent industries  and  big  segments. 

There  are  more  than  2,000  franchisors  in  the  United  States. 
They  are  mostly  small  companies  with  less  than  50  outlets.  There 
are  several  hundred  franchisees,  a  large  percentage  of  those 
franchisees  own  two  or  more  franchises.  There  are  approximately 
500,000  franchisee  and  franchisor-owned  outlets. 

Franchising,  as  the  chair  noted  this  morning,  represents  more 
than  a  third  of  retail  sales  and  employs  8  million  people.  The  fran- 
chising is  a  major  contributor  to  job  growth,  including  offering  to 
teenagers,  to  young  people,  their  first  job  opportunity  in  many 
cases  and  the  opportunities  to  learn  job  skills  and  responsibilities. 

The  previous  panel  told  you  a  number  of  stories  that  cast  fran- 
chising in  a  rather  negative  light.  The — do  these  stories  reflect  the 
reality  of  franchising?  The  IFA's  answer  is  that  they  do  not,  that 
the  IFA's  answer  is  that  the  relationship  in  the  great  majority  of 
the  franchise  networks  is  harmonious  and  of  mutual  benefit  to  the 
franchisor  and  its  franchisees. 

Franchising  has  continued  to  grow  in  significance  in  the  Amer- 
ican economy.  The  number  of  industries  utilizing  franchising  has 
steadily  expanded  and  the  number  of  franchise  owners  has  steadily 
grown.  The  growth  in  multiple  franchise  ownership  has  been  a  very 
significant  element  of  the  franchising  or  the  development  of  fran- 
chising in  the  last  two  decades. 

A  significant  number  of  franchise  networks  have  franchisees  that 
own  from  two  to  several  hundred  outlets.  Dissatisfied  franchisees 
do  not  buy  a  second,  third  and  fourth,  et  cetera,  franchise  from  the 
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same  franchisor.  Multiple  franchise  ownership  I  think  is  an  ex- 
tremely strong  endorsement  of  the  franchise  relationship. 

How  are  these  two  pictures  of  franchising  regulated?  What  the 
prior  panel  has  told  you  and  what  I  am  telling  you  this  morning. 
I  think  the  answer  is  found  that  among  400,000  franchise  relation- 
ships in  this  country,  there  are  examples  of  illegal,  unfair,  and  op- 
pressive conduct  by  franchisors. 

This  should  not  be  surprising.  Some  defense  contractors  cheat 
the  Department  of  Defense.  Some  companies  violate  the  securities 
laws.  But  the  great  majority  of  businesses  are  law-abiding  citizens 
and  deal  honestly  with  their  employees,  customers,  suppliers,  and 
the  government. 

Franchising  is  not  different.  It  is  a  fundamental  error  of  logic  to 
reason  from  the  specific  to  the  general,  but  it  is  just  such  a  conclu- 
sion that  the  earlier  witnesses  would  have  this  subcommittee 
reach.  The  IFA  submits  that  the  conduct  attributed  to  franchising 
in  general — if  the  conduct  attributed  to  franchising  generally  by 
those  witnesses  were  in  any  significant  degree  accurate,  the  fran- 
chising would — franchising  would  not  have  grown  to  its  current  sig- 
nificance, and  there  would  not  be  tens  of  thousands  of  multiple 
franchise  owners. 

There  are  disputes  in  franchising.  It  is  important  to  note  that 
many  of  those  disputes  arise  out  of  the  decision  by  a  franchisee  to 
breach  his  or  her  agreement  with  the  franchisor.  Those  breaches 
include  under  reporting  of  revenue,  failing  to  pay  fees,  unwilling- 
ness to  comply  with  system  standards,  which  is  detrimental  to  con- 
sumers and  to  other  franchisees  in  the  network  that  do  comply 
with  system  standards. 

When  the  franchisor  enforces  the  agreement,  the  franchisee's 
claims  of  illegal  conduct  frequently  surface  for  the  first  time.  In  the 
context  of  400,000  franchise  relationships,  the  litigation  in  fran- 
chising is  not  unusual  or  excessive  and  litigation  that  does  exist 
does  demonstrate  that  franchisees  are  not  without  legal  remedies 
under  current  law. 

However,  the  IFA  and  its  members  believe  that  only  a  small 
amount  of  litigation  is  too  much.  Franchisors  and  their  franchisees 
have  in  recent  years  implemented  a  variety  of  mechanisms  to  re- 
solve disputes  without  litigation.  Such  mechanisms  include  the  use 
of  independent  ombudsman,  review  panels  of  franchisor  personnel 
and/or  franchisees,  and  they  have  proven  to  be  an  effective  means 
of  resolving  many  issues  before  they  become  disputes. 

Franchisees  are  also  working  with  advisory  councils  and  with  an 
association  of  their  franchisees  to  better  understand  each  other's 
needs  and  to  resolve  issues  before  they  become  disputes.  You  have 
heard  some  references  to  the  National  Mediation  Program.  I 
thought  Mr.  Purvin's  comment  on  that  was  a  balanced  comment. 
It  is  a  new  program. 

I  will  give  you  some  statistics  on  it.  There  have  been — there  are 
now  36  franchisors  participating.  A  franchisor  that  participates 
agrees  that  for  a  2-year  period  it  will  agree  to  mediate  all  disputes 
with  franchisees.  The  franchisee  of  course  is  not  bound.  It  is  op- 
tional on  the  part  of  the  franchisee  whether  or  not  to  enter  into 
third  party  nonbinding  mediation. 
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There  had  been  49  mediation  proceedings  started  in  the  roughly 
15  months  since  the  program  went  into  effect.  Twenty  have  suc- 
cessfully been  resolved,  five  have  been  withdrawn,  and  23  are 
pending.  Many  more  franchisors  are  expected  to  participate.  The 
IFA  did  not  initiate  this  program  but  has  strongly  endorsed  it  and 
thinks  it  is  the  kind  of  positive  move  that  will  improve  the  fran- 
chise relationship. 

The  great  majority  of  franchisors  recognize  that  to  be  effective 
competitors,  they  must  maximize  their  common  goals  and  minimize 
their  areas  of  disagreement. 

Let  me  turn  briefly  if  I  might  to  the  regulation  of  franchising. 
You  heard  a  lot  of  comments  earlier  that  franchising  really  isn't 
regulated.  This  is  all  a  facade.  This  has  no  regulation  or  no  mean- 
ingful regulation  exists.  I  think  the  reality  is  far  different  from 
those  comments. 

The  FTC  regulation  and  the  State  regulation  has  already  been 
noted.  These  regulations  do  impose  substantial  compliance  bur- 
dens, especially  on  the  great  majority  of  franchising  companies  that 
are  small  companies.  It  is  much  more  difficult  to  launch  a  franchis- 
ing program  currently  than  when  today's  franchising  giants  began 
franchising  in  the  1950's  and  1960's. 

The  franchising  regulation,  in  fact,  is  perceived  by  many  busi- 
nesses to  be  so  pervasive  that  companies  seeking  to  expand  fre- 
quently try  to  avoid  franchising.  They  try  to  find  a  relationship 
that  will  not  be  regulated  as  a  franchise.  The  regulatory  pattern  is 
far  from  perfect,  but,  in  its  defense,  I  will  say  that  in  two  decades 
it  has  produced  a  system  of  disclosure  that  furnishes  a  large 
amount  of  information  to  prospective  franchise  buyers.  The  UFOC 
is  a  comprehensive  disclosure  document  that  every  franchisor  must 
provide  to  a  prospective  buyer  10  business  days,  and  usually  far 
more  before  a  franchise  is  purchased. 

The  tools  are  there.  The  tools  are  given  to  a  prospective 
franchisee.  They  don't  always  use  those  tools  effectively,  but  the 
tools  are  there.  You  heard  also  this  morning  about  the  project  to 
rewrite  the  UFOC  rules  and  guidelines.  That  project  is  strongly 
supported  by  the  IFA. 

That  is  good  example  of  Federal/State  cooperation  and  business/ 
government  cooperation.  The  NASAA,  the  North  American  Securi- 
ties Administrators  Association,  which  is  the  source  for  the  UFOC 
rules  and  guidelines,  has  a  franchise  advisory  committee  which  is 
composed  of  both  franchisor  and  franchisee  representatives. 

In  a  couple  more  minutes,  I  would  like  to  comment  briefly  on 
H.R.  2596  which  is  pending  before  the  committee,  and  to  focus  spe- 
cifically on  the  private  right  of  action.  You  heard  a  lot  of  testimony 
this  morning  about  why  private  right  of  action  is  necessary. 

Ms.  Lambert.  Briefly,  as  we  wrap  up  our  5  minutes.  Go  ahead. 

Mr.  RUDNICK.  If  you  prefer.  Madam  Chairwoman,  I  can  hold  my 
comments  for  question  or  I  can  give  them  to  you  now. 

Ms.  Lambert.  Be  quick. 

Mr.  RUDNICK.  On  its  face,  the  idea  of  a  private  right  of  action  is 
appealing.  It  is  facially  appealing.  After  all,  franchisees  have  those 
remedies  under  State  laws  and  the  FTC  has  claimed  to  have  lim- 
ited resources  to  enforce  the  rule. 
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The  IFA  believes  that  there  are  sound  reasons  for  expanding — 
the  IFA  believes  that  there  are  sound  reasons  for  not  expanding 
the  private  right  of  action  to  enforce  the  Federal  Trade  Commission 
rule. 

First,  I  should  note  that  the  rule  is — the  FTC  rule  on  franchising 
is  only  one  of  about  30  rules  that  the  Commission  administers.  All 
of  those  rules  are  enforced  only  by  the  Commission,  not  by  consum- 
ers. 

Those  rules  cover  such  activities  as  door-to-door  sales,  used  car 
sales,  and  funeral  industry  practices,  all  areas  in  which  consumers 
are  vulnerable  to  unethical  practices.  There  is  no  enforcement  of 
the  trade  regulation  rules  because  Congress  in  its  original  enact- 
ment of  the  Federal  Trade  Commission  Act,  in  its  several  amend- 
ments of  that  act,  have  not  granted  a  private  right  of  action  and 
have  not  authorized  the  Federal  Trade  Commission  to  grant  a  pri- 
vate right  of  action. 

Adding  a  private  right  of  action  to  the  trade  regulation  rules 
would  be  a  major  change  in  Federal  regulation  and  should  not  be 
adopted  without  very  careful  study.  The  opposition  of  the  IFA  and 
franchisors  to  franchisee  enforcement  of  the  franchise  rule,  fran- 
chising rule,  is  based  on  the  way  the  rule  is  enforced  by  the  FTC 
and  the  way  the  franchisees  have  frequently  used  State  disclosure, 
law  of  private  right  of  actions  in  litigation  with  franchisors. 

The  FTC  enforcement  is  focused  exclusively  on  whether  or  not 
there  has  been  compliance.  The  FTC  has  no  other  agenda.  It  does 
not  seek  a  litigation  advantage  by  charging  a  rule  violation. 

The  FTC  makes  an  objective  inquiry  into  the  franchisor's  compli- 
ance record.  If  it  finds  that  there  has  not  been  a  violation,  it  termi- 
nates its  investigation.  If  it  finds  a  violation,  the  franchisor  is  given 
an  opportunity  to  agree  not  to  repeat  it  and  to  pay  a  civil  penalty. 

In  cases  of  serious  violations,  the  FTC  may  seek  restitution  for 
injured  franchisees.  Franchisee  enforcement  of  the  State  disclosure 
laws  is  frequently  of  a  much  different  character.  The  franchisee  is 
not  an  objective  investigator  of  compliance. 

Frequently  when  the  franchisor  enforces  the  franchise  agree- 
ment, due  to  the  franchisee's  noncompliance,  the  franchisee  will  file 
a  counterclaim  alleging  disclosure  regulation  violations  to  maxi- 
mize its  litigation  position.  This  occurs  usually  long  after  the  sale 
occurred  and  when  the  real  dispute  relates  to  the  franchisee's  in- 
ability or  unwillingness  to  comply  with  the  terms  of  the  franchise. 
State  disclosure  laws  gives  franchisees  a  fact  sensitive  claim  that 
cannot  be  defeated  without  trial,  which  results  in  protracted  and 
costly  litigation  and  settlements  that  are  unfair  to  franchisors. 

There  is  a  public  policy  argument  I  think  in  favor  of  FTC  en- 
forcement versus  private  enforcement.  I  will  hold  that  in  case  it  is 
appropriate  to  answer  a  question  with  that,  and  I  will  be  happy  to 
answer  any  other  questions  that  the  panel  has. 

Ms.  Lambert.  Thank  you. 

[The  prepared  statement  of  Lewis  G.  Rudnick  follows:] 

Statement  of  Lewis  G.  Rudnick  on  Behalf  of  the  International  Franchise 

Association 

The  International  Franchise  Association  ("IFA")  is  pleased  to  have  the  opportunity 
to  appear  before  the  Subcommittee  on  Transportation  and  Hazardous  Materials  of 
the  Committee  on  Energy  and  Commerce,  United  States  House  of  Representatives, 
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at  its  oversight  hearings  on  the  regulation  of  franchising  by  the  Federal  Trade  Com- 
mission. The  IFA  is  the  trade  association  for  franchising  with  more  than  700 
franchisor  and  20,000  franchisee  members.  The  IFA  has  represented  the  interests 
of  franchisors  since  1960  and  has  recently  opened  its  membership  to  franchisees. 
The  inclusion  of  franchisees  in  the  membership  of  the  IFA  is  one  facet  of  its  pro- 
gram to  create  forums  for  franchisors  and  franchisees  to  work  together  to  contin- 
ually improve  franchising  as  a  business  relationship.  Other  initiatives  of  the  IFA 
directed  to  improved  relationships  between  franchisors  and  franchisees  are  dis- 
cussed later  in  this  statement. 

The  IFA  has  a  keen  interest  in  the  general  subject  of  the  regulation  of  franchising 
and  specifically  in  the  role  of  the  Federal  Trade  Commission  in  that  regulation. 
From  the  inception  of  the  proposals  to  regulate  franchise  sales  in  the  late  1960's, 
the  IFA  has  been  a  strong  supporter  of  presale  disclosure  and  it  has  worked  with 
the  States  and  the  FTC  to  develop  the  regulation  that  exists  today. 

IFA's  written  statement  contains  its  general  views  and  observations  on  franchis- 
ing, the  regulation  of  franchising  and  the  role  of  the  FTC  therein  and  H.R.  2596, 
which  has  been  referred  to  the  Transportation  and  Hazardous  Materials  Sub- 
committee and  would,  if  enacted,  effect  substantial  changes  in  the  Federal  regula- 
tion of  franchising. 

Many  of  the  impressive  statistics  of  franchising  are  now  well  known:  there  are 
more  than  2,000  franchisors;  there  are  more  than  500,000  franchised  and  franchisor 
owned  outlets,  which  make  more  than  one  third  of  all  retail  sales  in  the  United 
States  (about  $800  billion  annually);  and  franchising  employs  more  than  8  million 
people.  Franchising  makes  a  huge  contribution  to  the  formation  of  small  businesses, 
which  are  the  main  engine  of  job  growth.  Many  franchisors,  particularly  those  in 
food  service,  have  given  hundreds  of  thousands  of  teenagers  their  first  job  and  the 
opportunity  to  acquire  job  skills  and  an  understanding  of  responsibility  to  an  em- 
ployer while  still  in  their  formative  years.  One  statistic  exemplifies  this  contribution 
of  franchising  to  our  economy  and  society:  12  percent  of  the  current  United  States 
population  has  worked  at  a  McDonald's  restaurant.  If  those  people  too  young  or  too 
old  to  have  worked  at  a  McDonald's  restaurant  during  that  Company's  40  year  his- 
tory were  eliminated  from  the  calculation,  that  percentage  would  be  substantially 
higher. 

Much  has  been  written  about  franchising  in  recent  years.  Some  articles  have  de- 
scribed the  many  success  stories  in  franchising  (for  both  franchisors  and  franchises). 
However,  other  press  reports  have  adopted  a  negative  view  of  franchising  on  the 
basis  of  a  dispute  or  series  of  disputes  in  a  single  franchised  network.  The  picture 
of  franchising  and  the  franchise  relationship  that  could  be  drawn  from  this  type  of 
article  is  decidedly  at  odds  with  the  picture  that  emerges  from  a  close  and  objective 
examination  of  franchising. 

Franchising  has  continued  to  grow  in  significance  in  the  United  States  economy 
without  interruption  during  the  last  2  decades.  The  number  of  franchisors  is  in- 
creasing as  are  the  number  of  industries  in  which  franchising  is  utilized  to  expand 
business  networks.  The  number  of  franchise  owners  has  steadily  grown  and  contin- 
ues to  grow  (in  spite  of  significant  declines  in  the  number  of  automobile  dealerships, 
gasoline  service  stations  and  distributorships  in  certain  industries)  and,  more  sig- 
nificantly, the  number  of  multiple  franchise  owners  has  grown  dramatically  in  the 
past  20  years.  Franchising  is  also  spreading  rapidly  throughout  the  developed  world 
and  it  is  off  to  a  strong  beginning  in  many  developing  countries,  e.g.,  Mexico.  Fran- 
chising is  recognized  worldwide  as  an  American  invention  and  our  franchising  struc- 
tures and  methods  are  widely  emulated.  However,  the  one  aspect  of  American  fran- 
chising which  has  been  entirely  rejected  by  other  countries  is  our  pattern  of  regula- 
tion, which  foreign  franchisors,  franchisees  and  governments  have  found  to  be  exces- 
sive. 

Perhaps  no  single  fact  of  franchising  is  more  demonstrative  of  its  success  than  the 
expansion  of  multiple  unit  franchisees.  In  many  franchise  networks,  growth  has 
been  fueled  by  the  development  by  successful  franchisees  of  second,  third,  fourth, 
etc.,  outlets.  A  franchisor  that  is  fortunate  to  have  even  a  few  franchisees  who  are 
sufficiently  successful  to  be  able  to  acquire  additional  franchises  on  a  regular  basis 
will  grow  to  be  a  large  network.  Some  franchisors  have  many  such  franchisees. 
When  a  network  runs  out  of  expansion  potential  for  a  multiple  unit  franchisee,  such 
franchisee  increasingly  turns  to  other  franchised  networks  for  growth  opportunities 
in  noncompetitive  businesses.  It  is  common  for  a  mature  franchisor  to  maintain 
waiting  lists  of  people  that  are  seeking  to  acquire  its  franchise.  Such  waiting  lists 
typically  include  many  of  the  existing  franchisees  of  the  franchisor  who  wish  to  ac- 
quire established  franchised  outlets  that  become  available.  This  practice  has  re- 
sulted in  the  development  of  a  secondary  market  for  franchised  businesses  within 
a  franchised  network,  facilitating  the  disposition  of  such  businesses  when  their  own- 
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ers  retire.  A  dissatisfied  franchisee  does  not  acquire  a  second,  third,  etc.  franchise 
from  his  or  her  franchisor.  The  rapid,  sustained  and  continuing  expansion  of  mul- 
tiple unit  franchisees  is  an  extremely  strong  endorsement  of  the  franchise  relation- 
ship and  of  the  many  franchising  companies  in  which  many  franchisees  own  from 
two  to  several  hundred  franchisee  outlets. 

How  is  the  above  picture  of  franchising  reconciled  with  the  charges  frequently 
made  in  the  press  and  which  will  be  made  by  some  witnesses  at  this  hearing  that 
franchisees  are  given  misleading  information  or  do  not  receive  enough  information 
before  deciding  to  acquire  a  franchise  and  that  once  they  become  franchisees  they 
are  oppressed  by  a  variety  of  legal  and  business  techniques  used  by  franchisors?  The 
IFA  is  convinced  that  the  answer  is  that  among  the  400,000  plus  franchise  relation- 
ships that  exist  in  the  United  States  examples  of  illegal,  unfair  and  oppressive  con- 
duct by  franchisors  can  be  found.  This  should  not  be  surprising.  Some  defense  con- 
tractors cheat  the  Department  of  Defense.  Some  companies  underpay  their  income 
taxes.  Some  companies  violate  securities  laws.  There  are  many  other  examples  of 
companies  that  have  broken  the  law  or  behaved  unfairly  or  unconscionably.  How- 
ever, it  violates  a  fundamental  rule  of  logic  to  postulate  principles  of  business  be- 
havior on  the  basis  of  anecdotal  evidence  of  some  business  behavior — the  error  of 
logic  known  as  reasoning  from  the  specific  instance  to  a  general  conclusion.  The  sto- 
ries of  unlawful,  unfair  and  oppressive  conduct  by  franchisors,  even  assuming  them 
all  to  be  entirely  accurate  (and  many  such  stores  are  actually  half  stories — the 
franchisor  perspective  is  omitted)  are  specific  instances  of  such  oehavior,  anecdotal 
evidence  from  which  no  conclusions  about  the  franchise  relationship  can  be  accu- 
rately drawn. 

Many  of  the  disputes  in  franchise  relationships  have  grown  out  of  the  evolution 
of  a  specific  industry.  For  example,  consolidation  in  the  beer  manufacturing  industry 
made  many  beer  distributors  redundant.  Similarly,  changing  patterns  of  distribution 
of  automobiles  and  gasoline  has  resulted  in  a  substantial  shrinkage  in  the  number 
of  retail  outlets  in  those  industries.  In  response  to  an  antitrust  decision  prohibiting 
newspaper  publishers  from  fixing  maximum  prices  that  their  franchised  clistributors 
could  charge  for  home  delivery  service,  most  newspaper  publishers  have  taken  over 
the  distribution  of  their  newspapers,  in  order  to  keep  the  prices  for  home  delivery 
low  and  circulation  and  advertising  revenue  high.  In  business  format  franchising, 
the  maturation  of  such  industries  as  food  service  and  lodging  have  resulted  in  great- 
er concentrations  of  outlets  and  the  use  of  different  channels  of  distribution,  in  order 
to  achieve  greater  market  penetration  and  preempt  competition.  Reduced  distances 
between  outlets  and  efforts  to  develop  other  distribution  channels  (usually  referred 
to  as  encroachment)  have  caused  tension  and  disputes  in  some  franchise  networks. 
Continuous  change  is  the  very  essence  of  business  and  as  many  economic  and  social 
commentators  have  observed,  the  pace  of  change  is  accelerating. 

It  is  also  important  to  recognize  that  many,  if  not  most,  disputes  in  franchising 
arise  out  of  a  decision  by  a  franchisee  to  breach  his  or  her  franchise  agreement. 
Such  breaches  include  under-reporting  of  revenue,  simple  refusal  to  pav  royalties 
and  advertising  fees,  unwillingness  to  comply  with  system  standards  and  breach  of 
agreements  not  to  own  a  competitive  business.  All  such  conduct  damages  both  the 
franchiser  and  the  other  franchisees  in  the  network  by  diminishing  network  reve- 
nue, damaging  the  shared  trade  identity  of  members  of  the  network  or  putting  at 
risk  the  confidential  information  and  trfide  secrets  of  the  network.  It  is  only  wnen 
a  franchisor  commences  litigation  or  arbitration  to  enforce  its  agreement  with  such 
a  franchisee  that  many  of  the  alleged  claims  against  the  franchisor  first  surface. 

Notwithstanding  such  disputes,  the  franchise  relationship  cannot  properly  be 
characterized  as  one  in  which  tension  and  disputes  are  endemic  or  even  common. 
The  Uniform  Franchise  Offering  Circulars  ("LTOC")  of  many  franchisors  report  no 
material  litigation,  neither  pending  nor  unfavorably  resolved  or  settled  during  the 
preceding  decade.  Many  others  report  only  a  few  cases.  A  distinct  minority  report 
a  substantial  number  of  material  lawsuits  or  arbitrations.  In  the  context  of  400,000 
franchise  relationships,  the  number  of  lawsuits  and  arbitrations  reported  in  UFOC's 
(many  of  the  cases  reported  by  franchisors  are  of  questionable  merit,  but  must  nev- 
ertheless be  disclosed  while  pending)  and  in  the  Business  Franchise  Guide  (a  com- 
pilation of  franchise  statutes  and  cases  published  by  Commerce  Clearing  House)  is 
not  significant.  Given  the  panoply  of  legal  theories  and  remedies  available  to 
franchisees,  and  the  ease  of  filing  suit  or  an  arbitration  proceeding,  if  the  actual 
level  of  tension  and  disputes  in  franchising  were  even  close  to  the  level  claimed  by 
some  advocates  of  more  regulation  of  franchising,  the  number  of  reported  cases 
would  be  far  higher.  The  bottom  line  is  that  there  is  no  sound  evidence  of  wide  scale 
tension  or  unlawful  or  unfair  conduct  by  franchisors  and  much  evidence  that  the 
franchise  relationship  is  a  dynamic  and  positive  contributor  to  the  American  econ- 
omy. 
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Franchisors  do,  however,  regard  even  the  current  level  of  litigation  as  too  high 
and  have  adopted  a  variety  of  mechanisms  and  procedures  to  resolve  disputes  early, 
at  no  or  minimal  cost  and  to  the  satisfaction  of  both  franchisor  and  franchisee.  Such 
mechanisms  include  independent  ombudsmen  and  review  panels  composed  of 
franchisors  and  franchisees.  Internal  dispute  resolution  mechanisms  are  used  to  re- 
solve a  wide  variety  of  potential  disputes  in  the  franchise  relationship,  including 
nonpayment  of  royalties  and  advertising  fees  due  to  economic  and  competitive  prob- 
lems; noncompliance  with  system  standards;  expansion  rights  and  obligations  of 
franchisees;  and  encroachment.  The  franchisors  that  have  adopted  such  dispute  res- 
olution mechanisms  generally  report  good  success. 

During  1993  a  group  of  food  service  franchisors  developed  an  innovative  mediation 
program,  the  National  Franchise  Mediation  Program,  administered  by  the  Center 
for  Public  Resources.  Participating  franchisors  commit  that  for  a  period  of  2  years 
they  will  agree  to  non-binmng  mediation  of  all  disputes  with  their  franchisees 
(franchisees  have  the  option  to  accept  or  reject  mediation).  The  IFA  has  endorsed 
this  program  and  the  results  to  date  are  exceptional.  Thirty -three  franchisors  are 
participating.  Of  the  42  mediations  that  have  been  commenced,  15  have  been  suc- 
cessfully resolved  without  litigation,  4  have  been  withdrawn  and  23  are  pending. 
The  participating  franchisees  believe  the  National  Franchise  Mediation  Program  to 
be  highly  successful  and  more  franchisors  are  expected  to  participate. 

There  is  a  trend  in  franchise  networks  to  utilize  arbitration,  rather  than  litiga- 
tion, to  resolve  disputes  that  are  not  otherwise  resolved.  Arbitration  is  superior  to 
litigation  as  a  dispute  resolution  procedure  in  some  respects,  because  it  is  faster  and 
cheaper  and  also  Ibecause  it  is  less  formal  and  has  more  potential  to  preserve  a  rela- 
tionsnip  in  those  instances  in  which  the  dispute  can  be  resolved  without  ending  the 
relationship. 

Franchisors  and  franchisees  recognize  that  successful  franchise  networks  must 
maximize  their  common  goals,  and  minimize  areas  of  disagreement,  if  they  are  to 
be  effective  competitors.  A  franchised  network  in  which  the  franchisor  and  its 
franchisees  view  each  other,  rather  than  their  interbrand  competitors,  as  the  enemy, 
will  not  long  survive  in  our  competitive  economy.  Franchisors  are  adopting  and  im- 
plementing a  variety  of  approaches  to  insure  that  they  and  their  franchisees  view 
each  other  as  allies. 

The  IFA  has  recently  adopted  a  new  Code  of  Principles  and  Standards  of  Conduct 
that  addresses  the  issues  that  generate  disputes  between  franchisors  and  their 
franchisees.  This  Code  is  intended  to  be  a  statement  by  the  franchisor  members  of 
the  IFA  with  respect  to  the  implementation  of  10  elements  of  the  franchise  relation- 
ship (franchise  sales  and  presale  disclosure;  good  faith  dealing;  franchisee  advisory 
councils  and  associations;  termination  of  franchise  agreements;  expiration  of  fran- 
chise agreements;  transfer  of  franchises;  system  expansion;  supply  sources;  disputes; 
and  discrimination).  A  full  discussion  of  the  IFA  code,  its  evolution,  purposes,  en- 
forcement and  role  as  a  standard  by  which  to  measure  franchisor  conduct  are  be- 
yond the  scope  of  this  statement.  The  IFA  will  welcome  the  opportunity  to  furnish 
such  information  to  the  Subcommittee  on  Transportation  and  Hazardous  Materials 
at  a  later  time. 

It  is  well  known  that  both  the  sale  of  franchises  and  the  relationship  of 
franchisors  and  their  franchisees  is  heavily  regulated.  In  addition  to  the  Trade  Reg- 
ulation Rule  on  Franchising,  issued  and  administered  by  the  Federal  Trade  Com- 
nussion,  15  States  regulate  franchise  sales  and  18  States  regulate  the  franchise  re- 
lationship. The  compliance  burdens  of  existing  regulation  are  heavy,  particularly  for 
the  great  majority  of  franchisors  that  are  small  companies.  Though  the  current  reg- 
ulatory pattern  for  franchise  sales  is  far  from  perfect,  it  has  in  the  space  of  2  dec- 
ades produced  a  system  of  disclosure  that  furnishes  a  large  amount  of  information 
to  prospective  franchise  buyers.  The  UFOC  is  a  comprehensive  disclosure  document 
that  every  franchisor  must  provide  to  a  prospective  franchise  buyer  10  business 
days  (i.e.,  14  or  more  days)  prior  to  accepting  any  payment  or  binding  agreements 
from  such  prospective  buyer. 

There  is  currently  pending  in  the  Transportation  and  Hazardous  Materials  Sub- 
committee proposed  legislation  (H.R.  2596)  that  would  substantially  change  the  cur- 
rent regulatory  pattern  for  franchise  sales.  The  IFA  does  not  believe  that  legislation 
of  this  nature  should  be  adopted.  The  IFA's  conclusions  regarding  H.R.  2596  are 
based  on  a  number  of  factors.  We  will  discuss  here  what  we  believe  to  be  the  three 
most  significant  problems  that  this  legislation  would  create. 

First,  H.R.  2596  would  establish  Federal  disclosure  standards  that  are  already  ob- 
solete in  light  of  substantial  revisions  to  the  UFOC  Rules  and  Guidelines  recently 
adopted  by  the  North  American  Securities  Administrators  Association  ("NASAA' ) 
and  the  FTC.  These  revisions  change  both  the  content  and  the  presentation  of  infor- 
mation to  a  prospective  franchise  buyer  and  will  significantly  improve  the  useful- 
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ness  of  the  UFOC  to  such  persons.  The  UFOC,  as  revised,  requires  broader  and 
more  comprehensive  disclosure  than  would  be  required  by  H.R.  2596.  These  revi- 
sions were  developed  by  NASAA,  the  FTC  and  NASAA's  Franchise  Advisory  Com- 
mittee (composed  of  both  franchisor  and  franchisee  representatives)  during  a  2  year 
period.  This  cooperative  project  between  Federal  and  State  government  and  busi- 
ness demonstrates  the  flexibility  of  the  current  regulatory  pattern.  Statutory  stand- 
ards for  disclosure  are  unnecessary  and  would  add  nothing  out  inflexibility  to  disclo- 
sure regulation  of  franchise  sales. 

Second,  H.R.  2596  would  require  most  franchisors  to  disclose  sales  and  profit  in- 
formation for  their  company  and  franchisee  operated  outlets.  Less  than  20  percent 
of  franchisors  currently  disclose  this  information.  There  are  a  variety  of  reasons  for 
the  reluctance  of  franchisors  to  make  such  disclosures.  These  include  concerns  over 
the  completeness,  reliability  and  relevance  of  available  data  (e.g.,  the  appropriate 
modifications  to  adjust  historical  data  to  current  circumstances  or  the  relevance  of 
data  from  one  geographic  area  to  another),  the  franchisor's  ability  to  substantiate 
the  information  furnished  and  the  absence  of  standards  for  what  constitutes  a  rea- 
sonable basis  for  projections  based  on  historical  sales  and  profit  information.  Some 
franchisors  are  concerned  that  such  disclosures  may  not  be  in  their  best  interests 
from  a  competitive  perspective.  Because  of  these  concerns,  many  franchisors  have 
opted  to  let  prospective  tranchise  buyers  obtain  sales  and  profit  information  directly 
from  their  existing  franchisees.  The  disclosure  of  sales  and  profit  information  from 
franchised  and  company  operated  outlets  is  a  deceptively  complex  subject.  NASAA 
has  stated  that  this  will  be  the  next  franchise  disclosure  issue  that  it  will  study, 
an  inquiry  that  will  also  involve  the  FTC  and  NASAA's  Franchise  Advisorv  Commit- 
tee. Tne  IFA  agrees  that  greater  disclosure  of  sales  and  profits  of  franchisees  and 
company  operated  outlets  is  a  subject  that  should  be  considered.  Such  information 
should  not,  however,  be  required  to  be  disclosed  without  careful  and  thorough  con- 
sideration of  relevant  issues  and  the  adoption  of  safeguards  against  liability  that  are 
not  addressed  in  H.R.  2596. 

Third,  H.R.  2596  would  create  a  private  right  of  action  for  franchisees  against 
franchisors  who  fail  to  fully  comply  with  Federal  disclosure  requirements.  A  private 
right  of  action  for  disclosure  violations  is  facially  appealing.  After  all,  franchisees 
have  such  remedies  under  state  franchise  disclosure  statutes.  Why  should 
franchisees  in  States  without  franchise  disclosure  laws  not  have  the  same  remedy? 
It  is  further  claimed  that  the  FTC  does  not  have  the  resources  to  adequately  enforce 
the  rule  and  that  private  enforcement  is  necessary  to  make  the  rule  effective.  The 
IFA  believes,  however,  that  there  are  sound  reasons  for  not  expanding  private  en- 
forcement of  disclosure  laws.  Such  reasons  are  found  in  the  nature  of  Trade  Refla- 
tion Rules  and  in  the  manner  in  which  the  Trade  Regulation  Rule  on  Franchising 
is  enforced  by  the  FTC  and  in  the  way  franchisees  use  the  private  remedies  they 
have  under  state  law. 

The  FTC  administers  more  than  30  Trade  Regulation  Rules,  including  rules  gov- 
erning used  car  sales,  funeral  industry  practices  and  door  to  door  sales.  Consumers 
do  not  have  enforcement  power  by  means  of  a  private  right  of  action  under  any  of 
these  Trade  Regulation  Rules.  The  reason  for  this  is  that  in  the  original  enactment 
and  the  several  amendments  it  has  made  to  the  Federal  Trade  Commission  Act  Con- 
gress has  not  deemed  it  appropriate  to  provide  for  consumer  enforcement  or  to  give 
to  the  FTC  the  authority  to  authorize  consumer  enforcement.  This  may  have  been 
because  it  concluded  that  FTC  enforcement  would  be  more  effective,  by  shutting 
down  serious  violators  and  permitting  less  serious  violators  to  reform  their  practices 
without  the  consequence  of  defending  a  plethora  of  consumer  claims  in  a  class  ac- 
tion law  suit  or  multiple  suits.  Arming  consumers  with  a  private  right  of  action  to 
enforce  all  Trade  Regulation  Rules  would  have  serious  implications  for  the  already 
overcrowded  Federal  courts  and  the  effective  administration  of  justice. 

Franchisees  are  not  consumers.  They  make  an  investment  in  a  business,  usually 
a  sizeable  one.  Prospective  franchise  buyers,  who  are  increasingly  already  franchise 
owners,  can  be  presumed  to  be  better  able  to  protect  their  interests  than  the  aver- 
age consumer  of  a  used  car,  a  vacuum  cleaner  or  a  funeral  service.  Even  assuming 
that  a  private  right  of  action  under  any  of  the  Trade  Regulation  Rules  is  warranted, 
the  Franchising  Rule  is  not  a  compelling  place  to  start. 

FTC  enforcement  of  its  disclosure  rule  is  focused  exclusively  on  whether  or  not 
there  has  been  compliance.  The  FTC  has  no  other  agenda.  It  does  not  seek  a  litiga- 
tion advantage  by  asserting  a  claim  of  rule  violations.  While  not  without  certain 
problems  (discussed  below)  the  FTC  makes  an  objective  inquiry  into  a  franchisor's 
compliance  and  if  it  does  not  find  a  violation,  it  terminates  its  investigation.  If  it 
finds  a  violation,  the  franchisor  is  given  an  opportunity  to  enter  into  a  consent  de- 
cree pursuant  to  which  it  expressly  states  that  it  does  not  admit  a  violation  of  the 
rule  and  agrees  not  to  do  (or  to  fail  to  do)  certain  things  in  the  future.  It  will  also 
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generally  pay  a  substantial  civil  penalty.  This  process  is  not  inexpensive  for  the  in- 
vestigated franchisor,  but  it  is  far  less  costly  than  the  litigation  that  grows  out  of 
private  enforcement. 

In  contrast,  the  franchisee,  as  a  private  enforcer  of  the  state  disclosure  laws,  is 
not  an  objective  investigator  of  whether  there  has  been  a  violation.  The  franchisee 
seeks  to  use  his  or  her  private  remedy  to  its  maximum  advantage.  Franchisee  use 
of  the  private  remedy  is  frequently  defensive,  as  a  counterclaim  to  the  franchisor's 
suit  for  unpaid  fees  or  to  enforce  a  termination  of  the  franchise  relationship.  Disclo- 
sure violation  claims  frequently  are  asserted  long  after  the  franchise  relationship 
commenced,  when  the  real  dispute  relates  to  the  franchisee's  breach  of  his  or  her 
franchise  agreement,  but  a  disclosure  statute  gives  the  franchisee  a  fact  sensitive 
claim  that  the  franchisor  cannot  defeat  without  trial.  Such  tactics  result  in  pro- 
tracted and  costly  litigation  and  in  settlements  that  are  unfair  and  burdensome  to 
franchisors.  Not  all  franchisee  usage  of  private  remedies  under  state  disclosure  laws 
falls  into  this  category.  But  it  happens  with  sufficient  frequency  that  franchisors  re- 
gard the  extension  oi  the  private  remedy  as  unduly  burd!ensome.  The  expansion  of 
enforcement  by  the  FTC  is  filling  the  enforcement  gap  in  those  States  that  do  not 
have  franchise  disclosure  laws. 

As  noted  above,  the  IFA  does  perceive  a  problem  with  FTC  enforcement  of  the 
Trade  Regulation  Rule  oh  Franchising.  We  note  first  that  in  most  respects  FTC  en- 
forcement has  improved  over  the  15  year  history  of  the  rule.  In  recent  years  the 
FTC  has  concentrated  more  of  its  resources  on  so  called  "main  stream"  franchisors 
and  less  on  fly  by  night  business  opportunity  peddlers  who  make  no  effort  to  comply 
with  the  rule.  Tnis  shift  in  emphasis  has  convinced  franchisors  that  the  rule  must 
be  taken  seriously  and  has  resulted  in  greatly  expanded  compliance  efforts. 

In  one  respect,  however,  the  FTC's  enforcement  has  been  misguided.  In  several 
investigations,  we  have  noted  an  unwillingness  of  the  FTC  investigating  staff  to  ter- 
minate an  investigation  when  a  minor  noncompliance  is  discovered,  even  when  the 
practice  that  the  staff  believes  to  violate  the  rule  has  been  discontinued  before  the 
investigation  commenced.  This  resistance  mav  emanate  from  a  philosophy  that  of- 
fering circulars  must  be  perfect  or,  more  probably,  from  a  reluctance  to  terminate 
an  investigation  without  a  consent  decree  and  a  civil  penalty  once  substantial  time 
and  resources  have  been  invested  by  the  staff.  This  is  not  a  sensible  use  of  the 
F'TC's  limited  enforcement  resources.  Those  resources  could  be  used  with  far  greater 
effect  if  employed  in  a  greater  number  of  investigations.  The  July  1993  Report  to 
the  Chairman,  Subcommittee  on  Oversight  of  Government  Management,  Committee 
on  Government,  United  States  Senate  by  the  United  States  General  Accounting  Of- 
fice, revealed  that  the  FTC  received  1,360  complaints  during  fiscal  years  1989-92 
and  commenced  78  franchise  rule  investigations  during  that  period.  Of  those  78  in- 
vestigations, 14  resulted  in  lawsuits,  31  were  closed  and  33  remained  under  inves- 
tigation as  of  September  30,  1992.  This  Report  concluded  that  somepotentially  mer- 
itorious cases  may  not  be  investigated  or  litigated  due  to  the  FTC's  limited  re- 
sources. The  IFA  believes  that  limited  resources  is  only  a  part  of  the  problem.  The 
other  part  is  resource  utilization.  The  FTC  should  certainly  pursue  all  meritorious 
cases.  But  it  cannot  do  this  if  it  treats  as  meritorious  every  case  in  which  the  rule 
has  not  been  perfectly  complied  with  and  if  it  operates  under  the  principle  that  it 
must  have  a  consent  decree  and  a  civil  penalty  to  show  for  every  investigation  in 
which  it  has  invested  substantial  time  and  resources. 

A  procedure  short  of  a  formal  consent  decree  would  be  useful  to  quickly  and  inex- 
pensively resolve  investigations  in  which  the  violations  that  the  staff  believe  to  have 
occurred  are  minor  and  are  not  likely  to  have  been  significant  in  the  decisions  of 
franchisees  to  acquire  a  franchise.  Such  a  procedure  could  be  similar  to  a  method 
that  the  FTC  used  until  the  1970's,  which  was  called  an  Assurance  of  Discontinu- 
ance. Like  a  consent  decree,  an  Assurance  of  Discontinuance  permits  the  target  of 
the  investigation  to  disclaim  unlawful  conduct  while  agreeing  to  abide  by  the  law 
in  the  future.  This  method  of  resolving  investigations  was  discontinued  because  it 
was  believed  to  have  no  deterrent  effect  on  future  violations.  IFA  recommends  to 
this  subcommittee  that  it  ask  the  FTC  to  reconsider  a  less  formal  method  for  resolv- 
ing investigations  that  do  not  warrant  formal  resolution  as  a  means  of  better  utiliz- 
ing its  resources  to  conduct  a  greater  number  of  investigations  and  legal  proceedings 
to  terminate  material  non-compliance  with  the  Trade  Regulation  Rule  on  Franchis- 
ing. 

The  IFA  will  welcome  the  opportunity  to  furnish  to  the  Subcommittee  on  Trans- 
portation and  Hazardous  Materials  additional  information  on  any  of  the  subjects 
discussed  in  this  statement. 

Ms.  Lambert.  The  Chair  recognizes  Mr.  Adler  to  summarize  his 
statement. 
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STATEMENT  OF  MICHAEL  ADLER 

Mr.  Abler.  Thank  you,  thank  you,  Madam  Chairwoman.  I  am 
delighted  to  tell  a  little  bit  about  the  Moto  Photo  story  and  how 
franchising  has  played  such  an  important  role  in  this  story,  but 
first,  Madam  Chairwoman,  can  I  be  assured  that  you  are  also  tak- 
ing photographs  of  the  birds  you  are  watching? 

Ms.  Lambert.  Yes,  most  definitely. 

Mr.  Adler.  I  worry  about  those  things.  Moto  Photo  opened  its 
first  stores  in  the  early  1980's,  and  we  have  had  quite  a  growth 
record. 

We  now  operate  410  stores,  350  are  franchised,  the  balance  com- 
pany owned.  We  operate  these  stores  in  the  United  States,  Canada, 
and  Norway.  Our  system-wide  sales  have  grown  to  $125  million 
and  our  estimate  is  that  our  system  employs  approximately  3,000 
associates,  which  we  are  very  delighted  for  a  relatively  young  con- 
cept. Our  stores  offer  1-hour  processing,  related  merchandise,  and 
now  we  are  adding  portrait  studios. 

Why  did  Moto  Photo  choose  franchising?  It  probably  goes  back  to 
our  past  business  experience.  I  am  a  third  generation  entrepreneur. 
My  grandfather,  a  small  business  contractor,  went  bankrupt  during 
the  Depression.  I  watched  another  grandfather  struggle  with  a 
small  grocery  store  against  the  onslaught  of  maior  retailers  and  my 
dad  had,  first  a  little  advertising  agency  and  tnen  a  camera  store, 
and  I  remember  the  pains  of  worrying  about  could  he  meet  his  pay- 
roll, could  he  pay  his  bills  had  they  became  due. 

I  joined  the  family  business  in  the  early  1960's  and  with  the  help 
of  quite  a  few  wonderful  associates,  we  built  that  business  to  be- 
come the  10th  largest  wholesale  photo  finisher  in  the  United 
States.  That  was  the  good  news. 

The  bad  news  is,  being  10th  largest  in  anjrthing  ain't  too  good, 
whether  it  is  a  congressional  race  or  it  is  any  other  kind  of  race, 
you  don't  want  to  be  in  10th  place. 

It  was  essentially  a  commodity  business.  I  remember  when  large 
retailers  would  invite  me  to  lunch,  I  once  figured  out  that  the  aver- 
age lunch  cost  me  $10,000  and  I  lost  my  appetite.  It  was,  gee, 
couldn't  we  have  lower  prices  and  we  didn't  have  the  resources  to 
really  withstand  that  kind  of  pressure. 

We  saw  the  first  1-hour  concept  in  1981  and  we  said,  maybe  we 
can  change  our  position  of  being  the  10th  largest  to  being  a  leader, 
and  we  decided  to  enter  that  business  with  several  goals.  One  of 
them  is  we  are  going  to  be  a  leader.  The  second  was  a  cultural 
goal.  Learn  from  our  past  experience,  that  is  we  wanted  a  very 
unique  kind  of  culture,  and  we  really  tried  to  analyze  what  are  the 
resources  it  would  take  to  become  a  major  player. 

We  thought  it  was  going  to  take  a  large  amount  of  capital  and 
a  large  amount  of  talent.  Candidly,  we  were  short  on  both  counts, 
so  we  decided  we  needed  to  come  up  with  a  creative  strategy  and 
actually  stumbled  on  franchising,  and  the  more  we  began  to  under- 
stand about  franchising,  the  more  we  fell  in  love  with  this  business 
strategy,  not  an  industry,  and  I  will  talk  about  that,  a  business 
strategy. 

For  the  franchisor  it  offers  rapid  growth  because  franchisees  do 
bring  the  capital.  The  franchisor  has  to  have  capital  to  put  the  in- 
frastructure in  place,  to  support  the  system,  but  the  franchisees  do 
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bring  the  capital.  And  what  you  get  is  a  committed  partner,  gen- 
erally a  mature  business  person,  a  person  that  we  couldn't  hire  at 
any  cost,  oftentimes  a  person  with  a  second  mortgage  on  their 
house.  They  become  very  committed. 

For  the  franchisee  it  really  is  an  opportunity,  not  a  guarantee, 
as  people  may  have  suggested,  it  is  an  opportunity  to  play  on  a 
level  playing  field  with  larger  competitors.  You  have  the  market- 
ing, the  system  support  of  the  larger  organization.  You  really  can 
be  in  business  for  yourself,  but  not  necessarily  by  yourself. 

Why  has  franchising  been  such  a  colossal  success  for  so  many 
companies,  and  certainly  has  been  helpful  to  Moto.  I  think  it  deals 
with  the  relationship.  While  it  is  true  you  must  have  a  good  busi- 
ness concept,  and  there  are  no  guarantees  that  every  franchise 
company  will  have  a  good  business  concept  today  or  10  years  from 
today,  but  franchising  works  because  of  a  bond,  a  bond  of  common 
values. 

I  would  like  to  discuss  an  unusual  aspect  not  discussed  enough 
and  is  really  the  key  to  franchising  and  it  has  to  do  with  values. 
The  first  is  trust.  You  have  heard  certainly  franchisees  earlier  feel 
that  they  did  not  have  a  trusting  relationship  with  their  franchisor. 
Trust  is  like  a  marriage.  It  takes  years  to  build  and  can  be  de- 
stroyed in  seconds. 

There  also  has  to  be  a  win-win  relationship.  You  can't  have  a 
win-win  relationship  in  the  short  term  and  you  can  benefit  from  it 
but  not  in  the  long  term.  And  long-term  is  how  you  define  a  fran- 
chising relationship,  many  of  these  going  to  30  years. 

The  third  point  is  one  that  I  think  very  much  is  involved  in  the 
committees  and  Congressional  debates  if  legislation  should  come 
out  of  these  deliberations.  That  is  we  need  to  encourage  dispute 
resolution  through  problem  solving,  not  through  fights. 

There  are  several  ways  that  people  deal  with  issues.  One  they 
run  away,  flight.  The  second  is  they  fight.  The  ultimate  fight  is  liti- 
gation, which  is  war.  And  just  in  terms  of  our  national  interest 
when  we  engage  in  war,  there  is  never  a  win-win  situation.  You  do 
that  only  as  the  last  resort.  What  we  need  to  do  is  encourage  be- 
haviors that  encourage  constructive  problem  solving. 

Our  franchising  relationship,  and  I  think  those  of  other  success- 
ful operators,  is  you  need  an  adult  relationship.  The  franchisee  is 
not  a  child;  the  franchisor  is  not  always  adult.  You  need  group  de- 
cision making  because  each  of  us  thinks  our  own  decisions  are  bet- 
ter than  the  other  person's,  but  if  we  made  a  decision  jointly  we 
would  have  greater  commitment,  and  certainly  there  is  empirical 
data  to  suggest  that  group  decision  making  is  better.  That  is  why 
the  franchising  community  has  been  in  the  leadership,  a  leader  in 
franchising  advisory  councils  and  boards. 

Finally,  the  most  unusual  one  which  flies  in  the  face  of  perhaps 
initial  logic  is  the  values  the  franchisor  needs  to  defend  the  integ- 
rity of  the  system.  You  heard  comments  about  tough  franchise 
agreements.  I  found  out  the  franchise  agreement  need  not  just  pro- 
tect the  franchisor  and  does  not  just  protect  him,  it  protect  the 
franchisees.  Seems  illogical. 

But  you  say,  how  can  that  be?  I  will  tell  you  one  example  and 
the  examples  are  to  us  when  there  are  problems  in  the  community 
it  is  generally  other  franchisees  who  come  to  the  franchisors  and 
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say,  We  need  you  to  protect  the  integrity  of  this  system.  A  particu- 
lar franchisee  may  not  be  contributing  to  their  co-op.  Their  stores 
may  be  dirty.  They  may  be  abusing  their  customers.  They  may  be 
putting  out  bad  quality.  That  reflects  on  every  one  of  the 
franchisees  in  that  community.  In  fact,  it  doesn't  get  to  the 
franchisor  for  maybe  a  year  or  two  later.  It  is  an  isolated  issue. 

As  with  franchisees,  in  a  few  cases  that  we  have  had  to  resort 
to  litigation  as  the  very  last  resort,  it  was  because  the  franchisees 
insisted  upon  it. 

The  values  that  we  have  adhered  to  and  I  think  most  successful 
franchise  companies  do  has  paid  off  for  Moto.  Our  franchisees  have 
average  sales  50  percent  higher  than  the  average  independents. 
The  average  independent  is  failing  at  the  rate  of  two  a  day  and 
Moto  only  lost  two  stores  under  the  full  Moto  concept  the  past  4 
years. 

Do  we  have  stores  that  are  struggling?  Yes,  we  do.  We  carry 
some  of  our  stores  longer  than  their  mothers  have  carried  them. 
We  do  that  when  we  know  they  can  be  successful. 

Moto  is  rated  in  the  top  100  franchises  by  Success  magazine  and 
Ernst  &  Young's  ranking,  placing  Moto  in  the  top  1  percent  of  all 
franchises  in  North  America.  And  our  Canadian  group  has  been 
picked  as  the  number  one  franchise  for  its  relations  with  our 
franchisees  by  the  Canadian  Franchise  Association  and  the  Royal 
Bank  of  Canada  for  its  relationship  with  franchisees. 

In  the  past  4  years,  I  am  terribly  proud  of  this  record  that  we 
have  gone  litigation  free.  We  are  receiving  6,000  inquiries  a  year, 
which  we  will  probably  accept  less  than  1  percent.  But  these  values 
as  I  have  said  are  not  unique  to  Moto. 

In  summary,  I  would  like  to  leave  you  with  maybe  3  impressions. 
The  first  is  used  widely  and  it  is  used  widely  about  franchising 
being  an  industry.  It  is  not  an  industry.  It  is  business  concept.  It 
is  a  strategy.  You  could  have  company  stores,  joint  ventures,  there 
are  many  ways  that  you  can  relate  with  partners,  distribution  com- 
panies. Moto  is  not  McDonalds,  although  there  are  days  I  would 
love  to  be  McDonalds.  We  are  not.  We  have  a  different  target,  we 
have  different  training,  we  have  a  different  privilege  profile  for  our 
franchisees,  but  we  are  not  and  you  cannot  treat  all  disparate  busi- 
ness as  similar  business  and  industries. 

The  second  is,  don't  bury  us  with  regulation.  It  would  be  impos- 
sible for  young  franchising  companies  to  start  with.  I  do  think 
there  is  an  opportunity  to  tweak  legislation,  always  an  opportunity 
to  improve.  But  this  works. 

I  heartily  disagree  that  franchising  is  like  a  car  with  no  engine. 
Nothing  could  be  further  from  the  truth.  It  is  like  a  race  car  that 
is  winning  race  after  race  after  race.  Don't  build  up  walls  that  keep 
the  successful  business  from  prospering. 

Finally,  avoid  legislation  that  promotes  costly  and  divisive  unpro- 
ductive adversarial  actions.  It  is  a  curse  on  our  country,  and  we 
certainly  don't  like  that  in  our  business. 

We  want  to  have  fair  play.  We  need  Congressional  assistance  to 
protect  us  against  the  unscrupulous  and  they  do  exist.  We  need 
your  wisdom  to  shield  us  from  smothering  legislation  that  will  ex- 
tinguish the  bright  hopes  that  franchising  brings  to  hundreds  of 
thousands  of  franchisees  and  hundreds  of  millions  of  its  customers. 
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Thank  you. 

Ms.  Lambert.  Thank  you,  and  we  will  keep  those  pictures  of  the 
birds. 
Mr.  Abler.  Thank  you. 

Ms.  Lambert.  If  you  want  copies  of  those  prints. 
Mr.  Hammerstein.  Thank  you. 
Ms.  Lambert.  OK. 
Mr.  Hammerstein  will  be  next. 

STATEMENT  OF  STEPHEN  B.  HAMMERSTEIN 

Mr.  Hammerstein.  I  am  Steve  Hammerstein,  president  and  CEO 
of  the  International  Center  for  Entrepreneurial  Development, 
which  is  the  parent  company  of  Kwik  Kopy  Corporation,  the  Ink 
Well  of  America  and  American  Wholesale  Thermagraphers.  All  of 
these  companies  are  franchisors  of  printing  centers.  They  represent 
nearly  1,000  centers  worldwide. 

I  am  also  privileged  to  serve  on  the  executive  committee  of  the 
IFA  and  on  the  Board  of  Directors  of  that  association.  Kwik  Kopy 
Corporation  is  the  principal  enterprise.  ICED  family  and  we  have 
been  franchising  printing  centers  since  1968  and  we  are  operating 
in  nine  other  countries. 

All  Kwik  Kopy,  Ink  Well,  and  AWT  centers  are  sold  as 
francheses.  There  are  no  company-owned  operations. 

Our  support  to  center  owners  include  initial  training  and  con- 
tinuing training  in  all  facets  of  running  a  business,  initial  training 
for  U.S.  centers  is  5  weeks  in  Cypress,  Texas,  right  outside  Hous- 
ton, and  our  international  trainees  come  in  for  3  weeks  and  they 
go  back  to  their  country  for  additional  training. 

We  also  have  weekend  seminars  for  owners  as  well  as  their  staff, 
done  regularly  at  Kwik  Kopy  and  we  have  accommodations  on  our 
campus  for  52  people  to  stay.  We  have  also  accommodations  off 
campus. 

Focusing  on  Kwik  Kopy,  many  of  our  support  programs  under- 
score our  dependency  on  center  owners'  contributions  to  the  family. 
By  way  of  example,  our  national  negotiating  committee  which  nego- 
tiates contracts  with  all  of  our  suppliers  is  made  up  exclusively  of 
center  owners. 

The  chairman's  council  consists  of  seven  center  owners  who  ad- 
vise on  our  delivery  of  services  and  our  direction.  Even  our  center 
sales  are  handled  through  center  owners  as  national  directors  for 
the  most  part.  We  depend  on  the  payment  of  franchise  service 
fees — some  people  call  those  royalties — to  support  our  programs  to 
the  center  owners.  In  fact,  80  percent  of  our  revenue  comes  from 
franchising  service  fees. 

The  franchising  relationship  is  contractual  in  form.  However,  we 
strive  for  an  interdependency  and  family  relationship,  fair  to  all 
and  overall  protection  of  the  system  and  the  people  who  invested 
in  it.  The  center  owners'  promises  to  us  are  diligently  enforced  to 
protect  the  value  of  the  system  and  the  value  of  each  center  own- 
er's investment  in  it. 

Similarly,  we  have  incentive  programs  which  acknowledge  center 
owners'  compliance  with  terms  of  the  franchising  agreement.  These 
incentives  range  from  quality  printing  awards,  franchising  anniver- 
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sary  recognition  to  franchise  service  fee  rebates,  credits  and  other 
premiums. 

Typically,  however,  when  it  comes  to  quality  control  and  other 
measures  protective  of  the  system,  we  have  found  that  our  center 
owners  are  much  stricter  on  other  center  owners  than  perhaps  we 
are. 

What  is  Kwik  Kopy  printing  is  answered  in  detail  in  our  UFOC. 
All  that  I  have  described  to  you  and  much  more  are  disclosed  in 
the  UFOC.  It  is  of  paramount  importance  to  us  that  an  individual 
interested  in  franchising  understands  who  we  are,  what  Kwik  Kopy 
is,  and  sets  reasonable  expectations.  A  franchise  is  not  a  guarantee 
of  success.  You  have  heard  that  before.  It  is  an  assisted  chance  for 
success. 

The  FTC's  focus  on  full  and  complete  disclosure  before  the  rela- 
tionship is  formed  is  manifestly  proper.  Also,  we  have  seen  contin- 
ued focus  on  that  complete  disclosure  through  the  National  Amer- 
ican Securities  Administrators,  NASA,  an  association  under  their 
new  UFOC  guidelines. 

Although  it  is  proving  to  be  an  expensive  rewrite  of  the  UFOC 
for  some,  it  appears  to  be  a  further  attempt  to  improve  disclosure. 
Up  here  I  have  three  examples.  These  are  all  disclosure  statements 
from  each  of  the  companies  I  have  named. 

It  was  particularly  refreshing  to  find  one  group  of  attorneys  tell 
another  group  of  attorneys  to  write  in  plain  English.  However,  it 
is  not  clear  whether  plain  English  was  clearly  defined. 

From  our  perspective,  the  FTC  has  been  zealous  in  its  enforce- 
ment of  the  disclosure  requirements.  It  is  reported  that  their  inves- 
tigations have  included  three  of  our  competitors.  We  have  heard  of 
two  this  morning. 

I  can  assure  you  all  participants  in  the  Kwik  Kopy  printing  in- 
dustry have  taken  note.  We  have  always  taken  the  disclosure  re- 
quirements of  the  FTC  very  seriously.  We  have  three  attorneys  on 
staff  We  have  three  paralegals.  A  good  amount  of  their  time  is 
spent  on  preparing  and  filing  and  assuring  the  accuracy  of  that 
statement.  AJl  members  of  our  management  team  review  the 
UFOC  draft  before  it  may  be  filed. 

In  addition  to  the  UFOC,  we  have  people  come  in  for  the  1-day 
training  session  and  we  encourage  them  to  visit  franchisees  in  the 
field.  That  is  one  of  the  first  questions  we  ask,  who  have  you  vis- 
ited and  if  you  have  not,  please  do  so. 

Let  me  put  my  other  hat  on  as  a  member  of  the  IFA  executive 
committee  and  board  of  directors.  As  mentioned  by  Lew  in  his 
statement  and  Steve  Siegel  in  his  letter,  the  IFA  has  taken  a  num- 
ber of  initiatives  to  truly  make  IFA  representative  of  franchising — 
not  franchisors,  franchising.  Their  adoption  of  a  revised  Code  of 
Principles  and  Standards  of  Conduct;  endorsement  of  a  national 
franchising  mediation  program;  creation  of  the  International 
Franchisee  Advisory  Council  and  including  franchisees  as  members 
of  the  IFA.  Inclusion  of  franchisees  as  members  of  the  IFA  is  what 
I  consider  to  be  the  most  significant. 

All  the  witnesses  of  this  panel  will  testify  about  the  absolute  ne- 
cessity of  working  together  and  communicating  with  the  franchis- 
ing systems  to  resolve  the  kinds  of  problems  that  arise  in  the 
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course  of  doing  business.  Nowhere  is  that  kind  of  approach  more 
evident  than  in  the  IFA's  decision  to  include  franchisees. 

Now,  Steve  Siegel  would  have  been  here  but  he  had  other  busi- 
ness commitments.  However,  we  are  fortunate  to  have  Regina 
Gardner.  I  know  she  wasn't  invited — I  wish  she  was — she  is  a 
Uniglobe  franchisee  from  Houston,  Texas,  and  chairperson  of  the 
IFA  Franchisee  Advisory  Council.  Regina  also  sits  with  me  on  the 
Board  of  Directors  of  the  IFA  and  has  been  extremely  involved  in 
charting  the  new  direction  of  the  IFA. 

We  want  to  be  able  to  demonstrate  to  you  not  perhaps  through 
the  testimony  of  Regina  but  the  interest  that  the  franchisees  have 
in  the  IFA  and  the  interest  that  they  represent  to  our  new  direc- 
tion. As  a  friend  and  fellow  Texan,  I  am  delighted  that  Regina 
could  join  us.  Regina  is  seated  here. 

We  believe  that  the  current  regulatory  scheme  of  disclosure  pro- 
vides more  adequate  protection  to  those  who  invest  in  a  franchise. 
We  urge  this  subcommittee  to  consider  the  complexities  and  subtle- 
ties of  franchising  before  proposing  any  massive  overhaul  of  exist- 
ing franchising  regulation. 

Thank  you  for  the  opportunity  to  appear.  I  will  answer  any  ques- 
tions when  you  are  ready. 

Ms,  Lambert.  Thank  you. 

The  Chair  would  like  to  recognize  Mr.  Bob  Beavers  from  McDon- 
ald's. 

We  have  certainly  talked  about  you  a  good  bit  today  in  this  hear- 
ing, and  we  also  understand  that  you  were  there  at  the  birth  of 
franchising. 

STATEMENT  OF  ROBERT  M.  BEAVERS 

Mr.  Beavers.  Right.  Thank  you.  Madam  Chairwoman. 

I  would  be  happy  to  serve  you  lunch  after  you  have  taken  pic- 
tures and  copies  of  Jim's  birdhouses. 

My  name  is  Robert  M.  Beavers,  senior  vice  president  and  mem- 
ber of  the  Board  of  Directors  of  McDonald's.  I  appreciate  the  oppor- 
tunity to  appear  before  you  today  to  discuss  franchising  and  what 
it  has  meant  and  will  continue  to  mean  to  McDonald's  Corporation 
and  the  2,700  men  and  women  who  are  McDonald's  local 
franchisees  in  the  Unites  States.  These  individuals  own  84  percent 
of  McDonald's  9,500  restaurants. 

By  way  of  background,  I  joined  McDonald's  31  years  ago  in  1963 
as  a  part  time  crew  person  of  a  franchisee  while  a  student  at 
George  Washington  University  right  here  in  Washington,  DC.  After 
learning  about  the  kinds  of  skills  it  takes  to  make  a  McDonald's 
work — teamwork,  hustle,  punctuality,  responsibility,  and,  yes,  pre- 
paring hamburgers — I  was  promoted  to  restaurant  manager  and 
matriculated  through  the  levels  of  management,  later  on  becoming 
New  York  district  manager  and  regional  manager  and  regional  vice 
president  right  here  in  the  Washington,  DC  area. 

Later  on  I  became  a  senior  vice  president  and  zone  manager  with 
responsibility  for  over  2,000  McDonald's  restaurants.  I  was  elected 
to  the  board  of  directors  of  McDonald's  in  August  1984.  In  my  cur- 
rent position,  I  serve  as  senior  management  liaison  and  as  a  mem- 
ber of  McDonald's  top  management  team. 
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By  way  of  background,  McDonald's  was  founded  in  1955  by  Ray 
Kroc,  a  man  of  immense  energy  and  entrepreneurial  spirit  who  rec- 
ognized from  day  one  that  the  investment  and  active  participation 
of  local  businessmen  and  women  would  be  the  central  ingredient 
for  his  restaurant  business.  This  vision  took  hold  when  Ray  first 
traveled  to  California  to  see  for  himself  a  local  restaurant  phe- 
nomenon operated  by  the  McDonald's  brothers,  Dick  and  Maurice. 
Despite  the  unlimited  potential  Ray  saw  that  day,  his  instinct  was 
not  to  simply  buy  it  but  to  rather  share  it  with  other  business  peo- 
ple. This  kind  of  relationship  Ray  believed  was  the  only  way  to 
make  a  business  grow,  and  that  relationship  was  franchising. 

Thanks  to  Ray  Kroc's  vision,  franchising  become  the  foundation 
on  which  our  business  would  be  built.  I  can  proudly  tell  the  sub- 
committee that  today,  almost  40  years  later,  franchising  remains 
the  heart  and  soul  of  McDonald's.  We  still  agree  with  Ray's  vision 
that  the  company  success  depends  upon  its  franchisees'  success.  We 
work  together  to  try  to  make  that  happen. 

We  also  continue  to  believe  our  franchisees  should  be  local 
franchisees  who  care  about  their  community  and  are  eager  to  give 
something  back.  We  also  agree  with  Ray's  belief  that  the  men  and 
women  with  whom  we  hope  to  establish  a  long-term  business  rela- 
tionship are  full-time  hands-on  operators  rather  than  passive  in- 
vestors. In  fact,  at  McDonald's  we  refer  to  our  franchisees  as  opera- 
tors. 

Central  to  our  franchising  vision  is  our  mutually  beneficial  rela- 
tionship with  each  and  every  one  of  our  franchisees,  helping  them 
deliver  uniformity  and  quality  in  restaurant  products  and  oper- 
ations and  ultimately  success.  That  vision  has  indeed  succeeded. 
McDonald's  concepts  and  commitments  to  franchising  local  entre- 
preneurship,  the  highest  standards  and  mutually  beneficial  rela- 
tionship are  as  true  today  as  they  were  back  in  1955. 

These  founding  principals  have  led  to  the  growth  and  develop- 
ment of  McDonald's  into  a  system  of  9,500  restaurants  in  the  Unit- 
ed States,  84  percent  of  which  are  operated  by  local  franchisees. 

Informed  decision  by  both  parties,  we  believe,  is  essential  to  en- 
sure the  success  of  a  business  relationship.  Disclosure  is  the  foun- 
dation of  this  principle  and  leads  to  mutual  and  realistic  expecta- 
tions. 

McDonald's  typically  enters  into  a  20-year  agreement  with  our 
franchisees,  during  which  time  the  franchisee  agrees  to  perform 
full-time  and  best  efforts  to  the  business.  Nonoperating  investors 
and  partnerships  are  not  accepted. 

The  success  of  every  franchised  McDonald's  restaurant  is  directly 
linked  to  the  active  participation  of  the  franchisee.  We  try  to  be  es- 
pecially careful  in  choosing  our  franchisees  because  we  are  entering 
into  a  long-term  20-year  relationship. 

McDonald's  franchise  applicants  go  through  a  rigorous  selection 
and  training  process  prior  to  becoming  eligible  to  obtain  a  fran- 
chise. Applicants  initiate  the  selection  process  by  submitting  a 
written  application  to  McDonald's  regional  ofilces  where  we  have 
over  40  offices  throughout  the  United  States. 

They  are  provided  with  the  uniform  franchising  offering  circular. 
The  UFOC  provides  extensive  information  about  McDonald's,  in- 
cluding the  names  and  addresses  of  franchisees  in  that  State.  Ap- 
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plicants  are  encouraged  to  seek  a  complete  and  legal  and  financial 
review  of  the  UFOC. 

It  should  be  noted  that  McDonald's  actively  participated  in  the 
recently  completed  2-year  process  undertaken  by  the  North  Amer- 
ican State  Securities  Administrators,  NASSA,  which  resulted  in 
several  significant  expansions  in  UFOC  disclosure  requirements. 

Applicants  also  are  advised  at  this  stage  and  throughout  the 
training  process  that  they  may  be  required  to  relocate  upon  com- 
pletion of  their  training  in  order  to  obtain  a  McDonald's  restaurant. 

In  addition,  applicants  are  encouraged  to  maintain  their  current 
employment  during  the  18  to  24-month  training  period,  while 
training  part  time,  usually  15  to  20  hours  a  week,  in  that  event, 
if  they  want  to  withdraw  from  the  program,  a  decision  which  they 
can  make  at  any  point  in  the  training  program. 

Formal  training  consists  of  up  to  a  2-year  training  and  evalua- 
tion program  in  which  applicants  typically  work  again  15  to  20 
hours  a  week  both  in  McDonald's  restaurants  and  attending 
McDonald's  training  courses.  Applicants  train  at  both  franchised 
and  company  restaurants.  The  benefit  of  this  training  we  believe 
affords  them  an  opportunity  to  discuss  all  aspects  of  McDonald's 
with  their  franchisees. 

We  devote  significant  time  and  resources  to  our  state-of-the-art 
training  program  and  it  is  designed  to  educate  our  applicants  in  all 
aspects  of  the  operations. 

In  my  testimony  today  I  have  tried  to  provide  the  subcommittee 
with  some  of  the  details  of  our  franchising  operations.  We  believe 
they  are  comprehensive,  mutually  beneficial  and  above  all  fair. 
However,  I  have  also  tried  to  detail  for  you  something  even  more 
important:  our  commitment  and  our  principles  that  stand  100  per- 
cent behind  our  franchising  agreements. 

More  so  than  ever,  franchising  provides  a  wide  range  of  opportu- 
nities and  benefits  for  men  and  women  ever3rwhere.  This  is 
unquestionablely  the  case  at  McDonald's. 

From  my  perspective,  the  proof  lies  in  a  look  at  who  we  are 
today.  The  current  applicant  training  pool  includes  employees  of 
existing  franchisees,  23  percent;  next-generation  sons  and  daugh- 
ters of  existing  franchisees,  24  percent;  McDonald's  corporate  em- 
ployees, 16  percent;  and  other  applicants,  37  percent. 

In  other  words,  67  percent  of  those  in  training  today  to  become 
a  franchisee  have  seen  our  system  on  a  day-to-day  basis,  firsthand, 
up  close  and  personal,  and  know  the  kind  of  hard  work  and  sac- 
rifice and  dedication  it  will  take  to  become  a  success.  They  know 
it  is  not  easy,  and  they  also  know  they  will  be  in  a  business  for 
themselves  with  McDonald's  standing  beside  them. 

I  have  also  seen  firsthand  the  contribution  of  McDonald's  to  the 
growth  and  opportunities  for  minority  entrepreneurs.  As  of  June  of 
this  year,  more  than  27  percent  of  our  current  franchisees  are  mi- 
norities or  women.  More  importantly,  67  percent  of  the  current  ap- 
plicants in  training  are  minorities  and  women. 

Ray  Kroc's  dream  is  still  alive  today.  In  fact,  it  probably  soared 
beyond  anything  he  imagined.  The  reason:  franchising.  It  is  a  prov- 
en method  of  doing  business  and  McDonald's  is  proud  to  be  its 
number-one  advocate. 
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Congresswoman  Lambert  and  members  of  the  subcommittee, 
thank  you  for  the  this  opportunity  to  testify  before  you  today.  I 
welcome  any  questions  you  may  have. 

[The  prepared  statement  of  Robert  M.  Beavers  follows:] 

Statement  of  Robert  M.  Beavers,  Senior  Vice  President,  McDonald's 

Corporation 

Good  morning.  My  name  is  Robert  M.  Beavers,  senior  vice  president  and  member 
of  the  Board  of  Directors  of  McDonald's  Corporation. 

I  appreciate  the  opportunity  to  appear  before  you  today  to  discuss  franchising  and 
what  it  has  meant — and  will  continue  to  mean — to  McDonald's  Corporation  and  the 
2,697  men  and  women  who  are  McDonald's  local  franchisees  in  the  United  States. 
These  individuals  own  and  operate  84  percent  of  McDonald's  9,479  U.S.  restaurants. 

By  way  of  background,  I  joined  McDonald's  31  years  ago  in  1963  as  a  part-time 
crew  employee,  while  a  student  at  George  Washington  University  here  in  Washing- 
ton, DC.  After  learning  all  about  the  kind  of  skills  it  takes  to  make  a  McDonald  s 
work — teamwork,  hustle,  punctuality,  responsibilitv,  and,  yes,  preparing  ham- 
burgers— I  was  promoted  to  restaurant  manager  and  area  supervisor  and,  in  1970, 
was  named  assistant  franchising  director  for  the  corporation. 

Later  positions  included  New  York  district  manager,  vice  president  and  regional 
manager  of  the  Washington,  DC  area,  and  senior  vice  president  and  zone  manager, 
where  my  responsibilities  involved  the  supervision  of  more  than  1,800  McDonald's 
restaurants.  I  was  elected  to  the  Board  of  Directors  of  McDonald's  Corporation  10 
years  ago  in  August  1984.  In  my  current  position  I  serve  as  senior  vice  president 
and  senior  management  liaison,  and  as  a  member  of  McDonald's  top  management 
team. 

McDonald's  was  founded  in  1955  by  Ray  Kroc,  a  man  of  immense  energy  and  en- 
trepreneurial spirit  who  recognized  from  day  one  that  the  investment  and  active 
participation  of  local  business  men  and  women  would  be  the  essential  ingredient  for 
his  restaurant  business. 

This  vision  took  hold  when  Ray  first  traveled  to  California  to  see  for  himself  a 
local  restaurant  phenomenon  operated  by  the  McDonald's  brothers,  Dick  and  Mau- 
rice. Despite  the  unlimited  potential  Ray  saw  that  day,  his  instinct  was  not  to  sim- 
ply buy  it,  but  rather  to  share  it  with  other  business  people.  This  kind  of  relation- 
ship, Ray  believed,  was  the  only  way  to  make  a  business  grow.  And  that  relation- 
ship was  franchising.  Thanks  to  Ray  Kroc's  vision,  franchising  became  the  founda- 
tion on  which  our  business  would  be  built.  And  I  proudly  tell  this  subcommittee  that 
today,  almost  40  years  later,  franchising  remains  the  heart  and  soul  of  McDonald's. 

We  still  agree  with  Ray's  vision  that  the  Company's  success  depends  upon  its 
franchisees'  success,  and  we  work  together  to  try  to  make  that  happen.  We  also  con- 
tinue to  believe  that  our  franchisees  should  be  local  franchisees,  who  care  about 
their  community  and  are  eager  to  give  something  back.  We  also  agree  with  Ray 
Kroc's  belief  that  the  men  and  women  with  whom  we  hope  to  establish  a  long-term 
business  relationship  are  full-time,  hands-on  operators  rather  than  passive  inves- 
tors. In  fact,  at  McDonald's  we  refer  to  our  franchisees  as  "operators." 

Central  to  McDonald's  franchising  vision  is  our  mutually  beneficial  relationship 
with  each  and  every  one  of  our  franchisees,  helping  them  to  deliver  uniformity  and 
quality  in  restaurant  products  and  operations  and,  ultimately,  success.  And  that  vi- 
sion has  indeed  succeeded. 

McDonald's  concepts  of  and  commitments  to  franchising,  local  entrepreneurship, 
the  highest  standards  and  mutually  beneficial  relationships  are  as  true  today  as 
they  were  in  1955.  These  founding  principles  have  led  to  the  growth  and  develop- 
ment of  McDonald's  into  a  system  of  9,479  restaurants  in  the  United  States,  84  per- 
cent of  which  are  operated  by  local  franchisees;  the  remaining  16  percent  of  our  res- 
taurants are  operated  by  McDonald's  Corporation.  These  company-operated  res- 
taurants serve  as  a  training  ground  for  future  management  personnel  as  well  as  a 
"test  kitchen"  for  new  products,  equipment  and  operational  procedures. 

An  informed  decision  by  both  parties  is  essential  to  ensure  the  success  of  a  busi- 
ness relationship.  Disclosure  is  tne  foundation  of  this  principle  and  leads  to  mutual 
and  realistic  expectations. 

McDonald's  typically  enters  into  a  20-year  agreement  with  our  franchisees,  during 
which  time  the  franchisee  agrees  to  provide  "lull  time  and  best  efforts"  to  the  busi- 
ness. Non-operating  investors  and  partnerships  are  not  accepted.  The  success  of 
every  franchised  McDonald's  restaurant  is  directly  linked  to  the  active  participation 
of  the  franchisee.  We  try  to  be  especially  careful  in  choosing  our  franchisees  because 
we  are  entering  into  a  long-term,  20-year  relationship. 
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McDonald's  franchise  applicants  go  through  a  rigorous  selection  process  and  train- 
ing program  prior  to  becoming  eligible  to  obtain  a  franchise.  Applicants  initiate  the 
selection  process  by  submitting  a  written  application  to  a  McDonald's  regional  office 
(there  are  40  regional  offices  through  the  United  States).  They  are  provided  with 
a  Uniform  Franchise  Offering  Circular  (UFOC)  (copy  attached).  The  UFOC  provides 
extensive  information  about  McDonald's  including  the  names  and  addresses  of 
McDonald's  franchisees  in  that  State.  Applicants  also  are  encouraged  to  seek  a  com- 
plete legal  and  financial  review  of  our  UFOC.  (It  should  be  noted  that  McDonald's 
actively  participated  in  the  recently  completed  2-year  process  undertaken  by  the 
North  American  State  Securities  Administrators  (>fASSA)  which  resulted  in  several 
significant  expansions  in  UFOC  disclosure  requirements.)  Applicants  also  are  ad- 
vised at  this  stage,  and  throughout  the  training  process,  that  they  may  be  required 
to  relocate  upon  completion  of  their  training  in  order  to  obtain  a  McDonald's  res- 
taurant. In  addition,  applicants  are  encouraged  to  maintain  their  current  employ- 
ment during  the  18-24  month  training  period  (while  training  part-time,  usually  15- 
20  hours  a  week)  in  the  event  they  withdraw  from  the  program,  a  decision  which 
can  be  made  at  any  point  in  the  training  program. 

The  regional  franchising  manager  reviews  completed  applications  and  invites 
promising  candidates  for  a  personal  interview  to  further  assess  their  potential  as 
a  franchisee.  McDonald's  believes  that  the  following  qualifications,  among  others, 
are  essential:  Entrepreneurial  spirit,  a  strong  business  background,  willingness  to 
devote  full  time  to  the  restaurant,  and  willingness  to  participate  in  the  18-24  month 
training  program.  Also,  McDonald's  generally  requires  prospective  franchisees  to 
meet  certain  minimum  financial  requirements;  however,  there  is  a  specialized  fran- 
chising program  requiring  less  financial  resources  which  is  made  available  to  out- 
standing applicants  who  meet  all  other  requirements. 

Applicants  who  satisfy  the  requirements  of  the  initial  screening  and  interview 
then  participate  in  an  on-the-job  evaluation  in  which  the  applicant  works  in  a 
McDonald's  restaurant  for  a  short  period  of  time,  typically  2  or  3  days.  This  gives 
McDonald's  the  opportunity  to  evaluate  the  applicant  in  a  restaurant  environment 
and,  more  importantly,  gives  the  prospective  franchisee  an  opportunity  to  obtain 
greater  familiarity  with  McDonald's.  After  the  on-the-job  evaluation,  if  both  McDon- 
ald's and  the  applicant  agree,  the  applicant  enters  the  formal  training  part  of  the 
application  process. 

Formal  training  consists  of  up  to  a  2-year  training  and  evaluation  program  in 
which  applicants  typically  work  15  to  2(5  hours  a  week,  both  in  McDonald's  res- 
taurants and  attending  McDonald's  training  courses.  Applicants  typically  train  in 
both  franchised  and  company  restaurants.  Tne  benefit  oi  training  in  franchised  res- 
taurants is  the  opportunity  to  frequently  discuss  all  aspects  of  McDonald's  with  a 
franchisee  already  familiar  with  the  McDonald's  system.  McDonald's  devotes  signifi- 
cant time  and  resources  to  our  state-of-the-art  training  program.  It  is  designed  to 
educate  applicants  in  all  aspects  of  operating  a  McDonald's  restaurant  and  evaluate 
their  potential  as  a  franchisee.  The  training  program  then  proceeds  in  several 
phases. 

In  the  first  phase,  the  applicant  works  at  a  McDonald's  restaurant  and  obtains 
hands-on  experience  with  the  daily  operations  of  the  restaurant.  The  applicant  typi- 
cally participates  in  crew  jobs  (i.e.,  basic  food  preparation,  waiting  on  customers, 
cleaning,  maintenance,  etc.)  and  progresses  to  management  activities.  Applicants  re- 
ceive a  manual,  "Management  Development  Program  Volume  I",  which  provides 
basic  training  on  various  topics  related  to  operating  a  McDonald's  restaurant.  In  ad- 
dition, they  receive  an  operations  and  training  manual,  which  covers  the  details  of 
each  operation  done  in  the  restaurant.  The  operations  and  training  manual  provides 
the  basic  standards  of  quality,  service,  and  cleanliness  (QSC),  which  are  an  essential 
foundation  of  the  McDonald's  system.  The  first  phase  usually  lasts  from  6  to  9 
months  and  culminates  in  a  week-long  course  (the  basic  operations  course),  which 
is  held  at  the  regional  office. 

"Management  Development  Program  Volume  11"  accompanies  the  second  phase  of 
the  training  program.  This  phase  focuses  on  further  development  of  basic  manage- 
ment skills.  Covered  subjects  include:  Recruiting,  interviewing,  and  hiring  employ- 
ees; orientation  and  training  of  new  employees;  inventory  control;  operations  report- 
ing; equipment  and  utility  maintenance;  labor  control;  and  time  management.  Dur- 
ing this  phase,  the  registered  applicant  also  completes  the  franchisee  accounting 
and  financial  development  program.  In  this  program,  the  applicant  receives  instruc- 
tion on  bookkeeping,  accounting  and  tax  information,  the  financial  statements  used 
in  a  McDonald's  restaurant,  the  significance  of  these  statements,  and  the 
franchisee's  role  in  the  preparation  and  use  of  the  statements.  The  second  phase  cul- 
minates in  a  second  1-week  course  at  the  regional  office  known  as  the  intermediate 
operations  course. 
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"Management  Development  Program  Volume  III"  accompanies  the  third  phase  of 
training.  This  phase  continues  to  expand  the  coverage  of  managerial  issues  in  great- 
er detail.  Topics  include:  Planning  and  scheduling,  use  of  profit  and  loss  statements, 
energy  management,  crew  recruitment,  people  management,  administration  and  de- 
velopment of  managers,  store  security,  and  sales  building.  The  registered  applicant 
also  takes  a  1-week  applied  equipment  course  at  the  regional  office,  which  covers 
all  aspects  of  equipment  operation  in  a  McDonald's  restaurant. 

After  completing  the  third  phase  of  the  training  program,  the  registered  applicant 
attends  a  2-week  advanced  operations  course.  This  course  is  held  on  the  campus  of 
McDonald's  Hamburger  University,  a  state-of-the-art  training  facility  located  at 
McDonald's  corporate  headquarters  in  Oak  Brook,  Illinois.  Hamburger  University 
was  established  in  1963,  has  a  30-member  faculty,  each  of  whom  has  worked  for 
a  number  of  years  in  a  McDonald's  restaurant,  and  is  the  only  school  in  the  quick- 
service  restaurant  industry  that  offers  courses  that  are  university  accredited.  The 
advanced  operations  course  concludes  the  formal  training  program. 

After  completing  the  formal  training  program,  applicants  receive  ongoing  training 
as  they  continue  to  work  with  McDonald's.  For  example,  "Management  Development 
Program  Volume  IV"  assists  franchisees  in  training  their  store  managers.  It  in- 
cludes a  9-month  series  of  planned  activities  which  provide  further  development  of 
management  skills.  It  also  includes  a  practical  section  for  problem  solving,  as  well 
as  a  section  entided  "Green  and  Growing",  which  provides  avenues  for  further  edu- 
cation and  contributes  to  the  continued  development  and  understanding  of  the 
McDonald's  system. 

McDonald's  continues  to  provide  significant  resources  for  ongoing  training  and  as- 
sistance to  franchisees  and  their  employees  throughout  the  20-year  operation  of  the 
restaurant. 

In  my  testimony  today,  I  have  tried  to  provide  the  subcommittee  with  some  of  the 
details  of  our  franchise  operations.  We  believe  they  are  comprehensive,  mutually 
beneficial  and  above  all  fair.  However,  I  have  also  tried  to  detail  for  you  something 
even  more  important — our  commitment  and  our  principles  that  stand  100  percent 
behind  our  franchise  agreements.  Let  me  repeat — Franchising  at  McDonald's  is  the 
very  heart  and  soul  of  our  business. 

More  so  than  ever,  franchising  provides  a  wide  range  of  opportunities  and  benefits 
for  men  and  women  everywhere.  This  is  unquestionably  the  case  at  McDonald's. 
How  can  I  say  this  with  such  conviction? 

From  my  perspective,  the  proof  lies  in  a  look  at  who  we  are  today. 

The  current  applicant  training  pool  includes  employees  of  existing  franchisees  (23 
percent),  "next  generation"  (sons/daughters  of  existing  franchisees)  (24  percent), 
McDonald's  corporate  employees  (16  percent)  and  other  applicants  (37  percent). 

In  other  words,  63  percent  of  those  in  training  today  to  become  a  McDonald's 
franchisee  already  have  seen  our  system  on  a  day  to  day  basis,  first  hand,  up  close 
and  personal.  They  know  the  kind  of  hard  work,  sacrifice  and  dedication  it  will  take 
to  make  their  restaurant  a  success.  It's  not  easy,  and  they  know  it.  But  they  also 
know  that  they  will  be  in  business  for  themselves  with  McDonald's  standing  beside 
them. 

I  have  also  seen  first  hand  the  contribution  McDonald's  has  made  to  the  growth 
in  opportunities  for  minority  entrepreneurs.  As  of  June  30,  1994,  more  than  27  per- 
cent of  our  current  franchisees  are  minorities  or  women.  More  importantly,  67  per- 
cent of  the  current  applicants  in  training  are  minorities  and  women. 

Ray  Kroc's  dream  is  still  alive  today.  In  fact,  it  has  soared  beyond  what  he  prob- 
ably ever  imagined.  And  the  reason  is  franchising.  It  is  a  proven  method  of  doing 
business,  and  McDonald's  is  proud  to  be  its  number  one  advocate.  Congresswoman 
Lambert  and  members  of  the  subcommittee — Thank  you  for  the  opportunity  to  tes- 
tify before  you  today.  I  will  be  happy  to  respond  to  any  questions  you  may  have. 

Ms.  Lambert.  Thank  you,  Mr.  Beavers.  Thank  you  for  your  pa- 
tience, too. 

We  will  now  proceed  with  your  summary  of  your  testimony,  Mr. 
Carpenter. 

STATEMENT  OF  JAMES  R.  CARPENTER 

Mr.  Carpenter.  I  will  be  as  quick  as  I  possibly  can. 

Good  morning,  Madam  Chairwoman  and  members  of  the  sub- 
committee. I  am  Jim  Carpenter  and  I  am  founder  and  president  of 
Wild  Birds  Unlimited,  a  franchising  chain  of  retail  stores  that  spe- 
cialize in  supplying  products  for  backyard  bird  feeding  and  nature 
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enthusiasts.  Thank  you  for  your  thoughts  that  some  day  we  might 
be  in  Moscow,  alongside  McDonald's.  That  is  power  franchising. 

I  want  to  tell  my  story  because  I  believe  it  is  typical  of  the  oppor- 
tunities franchising  offers  to  potential  franchisors,  franchisees  and 
system  vendors. 

My  story  began  when  I  decided  to  leave  the  academic  world  after 
receiving  a  master's  in  horticulture  to  find  my  way  into  the  busi- 
ness world.  I  worked  for  2  years  managing  a  small  garden  center 
and  then  decided  in  1981  to  use  a  small  inheritance  of  $8,000  to 
open  my  own  store. 

While  at  the  garden  center,  I  had  learned  our  customers  were  in- 
terested in  feeding  the  birds  but  we  at  the  garden  center  had  few 
quality  feeders,  knew  little  about  birdseed  and  supplied  the  hobby 
with  product  only  when  we  did  not  need  to  use  our  shelves  for  fer- 
tilizer or  grass  seed.  I  decided  that  I  would  use  my  inheritance  to 
open  a  small  a  700  square-foot  retail  store  specializing  in  supplying 
bird  seed  and  feeders. 

In  a  short  time  the  store  was  profitable,  much  to  many  people's 
surprise,  and  I  began  to  realize  I  had  found  a  retail  niche  com- 
pletely new  and  completely  unknown  and  I  had  created  some  mar- 
keting techniques  also  original  and  very  effective.  I  had  a  feeling 
that  my  concept  would  work  in  other  cities,  but  with  no  spare  cap- 
ital I  could  not  dream  of  expanding  my  concept. 

After  a  couple  of  years,  enough  people  had  asked  me  to  help  open 
a  similar  store  in  their  city  so  I  decided  to  take  on  a  partner  and 
form  a  franchising  company.  My  partner  and  I  came  up  with 
$3,000,  borrowed  a  UFOC  document  from  another  franchising  sys- 
tem, wrote  our  own  UFOC  documents,  and  I  might  say,  by  the  way, 
much  like  Mike  Adler  mentioned,  we  wrote  them  and  that  I  would 
also  want  to  sign  these  documents  if  I  were  a  franchisee. 

We  hired  attorneys  to  register  us  in  Indiana  and  Michigan  and 
immediately  started  selling  franchises  in  those  two  States.  Our 
first  franchisees  knew  we  provided  basic  product  and  marketing 
services  and  that  they  would  all  work  together  to  keep  refining  our 
retail  and  marketing  skills. 

Nearly  14  years  later,  we  now  number  172  stores,  all  franchised, 
in  38  States  and  four  Canadian  provinces,  and  our  sales  in  1994 
will  be  over  $45  million.  Our  franchise  stores  employ  over  600  peo- 
ple and  we  have  given  life  to  scores  of  vendors  of  products  and 
services  who  consider  us  their  major  or  only  client. 

Eighty  of  our  800  vendors  displayed  their  wares  for  2V2  days  at 
our  national  meeting  two  weeks  ago,  assuring  us  that  our  stores 
will  have  high-quality  merchandise  at  a  good  price  and  that  our 
vendors  can  now  plan  their  manufacturing  and  distribution  sched- 
ules over  the  next  few  months. 

There  are  now  four  other  franchisors  who  have  copied  our  con- 
cept to  various  extents  but  owe  to  us  the  original  recognition  and 
recreation  of  this  niche.  Similar  mathematics  can  be  done  for  job 
creation  in  these  other  franchises  and  their  vendors. 

Ours  and  other  franchises  have  proven  to  be  a  marvelous  oppor- 
tunity for  the  many  downsized  executives  and  early  retirees.  These 
people  possess  a  lifetime  of  skills,  and  thousands  have  found  that 
they  may  use  their  skill  and  finances  to  operate  a  franchise  busi- 
ness. 
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Many  of  these  individuals  don't  have  the  patients  or  creativity  it 
takes  to  start  from  scratch,  but  see  the  great  advance  a  franchise 
business  gives  them  in  their  start  and  growth.  These  advantages 
also  apply  to  any  of  our  new  franchisees  whether  they  just  grad- 
uated from  college,  finished  raising  four  kids,  or  are  tired  of  their 
current  profession. 

Also,  besides  the  services  of  the  franchisor,  all  franchisees  benefit 
greatly  from  a  network  of  fellow  franchisees  and  know  it  is  just  a 
phone  call  away  or  they  may  be  met  at  one  of  our  regional  or  na- 
tional meetings. 

As  franchisor,  we  consider  our  franchisees  to  be  our  customers, 
our  staff  to  be  their  staff,  and  we  spend  our  resources  entirely  on 
activities  designed  to  help  our  franchisees  succeed. 

I  have  attended  the  last  three  IFA  national  meetings.  Last  Feb- 
ruary I  took  two  of  our  franchisees.  The  IFA  national  and  regional 
meetings  have  taught  me  how  to  go  from  a  retailer  that  sells  fran- 
chises to  a  professional  franchisor  that  services  retail  stores. 

For  the  sake  of  my  franchisees,  I  should  have  joined  many  years 
earlier. 

Ours  is  a  surprisingly  complex  business  because  of  the  regional 
variations  in  bird  populations  and  wildlife  habitats.  While  larger 
retailers  likely  stayed  out  of  the  business  because  of  its  complexity, 
it  is  precisely  this  quality  that  makes  our  business  ideal  for  fran- 
chising. It  is  the  opportunity  to  focus  on  the  needs  of  fulfilling  the 
local  market  while  the  franchisor  is  concentrating  on  developing  an 
effective  underlying  marketing  and  operational  system. 

Also,  our  franchisees  enrich  their  own  lives  and  that  of  their 
communities  with  educational  and  community  service  projects.  We 
sponsor  programs  to  create  backward  wildlife  habitats.  We  spend 
hours  speaking  to  and  working  with  garden  clubs,  service  clubs, 
school  teachers,  school  children,  fostering  in  them  a  love  and  re- 
spect for  our  environment.  Our  stores  also  participate  in  gathering 
information  for  numerous  scientific  studies  of  bird  behavior,  migra- 
tion patterns  and  population  shifts. 

Obviously,  these  activities  relate  to  our  business,  but  they  also 
serve  a  higher  good.  If  the  barriers  to  franchising  had  been  sub- 
stantially higher  12  years  ago,  it  could  be  that  none  of  this  would 
be  occurring  today. 

Retailing  at  large  and  in  our  own  category  is  becoming  more 
competitive  and  complex.  The  only  way  to  maximize  results  from 
our  franchisees'  investment  is  to  use  the  power  of  the  franchise  sys- 
tem to  continually  improve  our  marketing  strategies  and  oper- 
ational systems.  No  single  store  owner  can  do  this  alone,  no 
franchisor  can  do  this  alone.  To  do  it,  we  all  work  together.  We 
share  our  mission  and  values.  We  share  our  resources.  We  share 
our  skills.  We  share  our  successes. 

We  must  remain  flexible  in  our  approach  to  the  marketplace  and 
we  must  remain  flexible  in  our  services  to  our  franchisees  within 
the  outlines  of  our  mutual  franchise  agreement.  Nobody  can  predict 
what  the  marketplace  will  be  in  5  years,  but  for  to  sake  of  our 
franchisees'  investments,  I  hope  I  will  always  be  able  to  adapt  my 
services  and  our  stores'  operating  system  to  the  needs  of  the  cur- 
rent market  environment. 
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I  am  very  proud  of  what  we  have  accomphshed.  I  feel  it  is  vital 
for  the  members  of  this  committee  to  understand  that  all  these  ac- 
complishments have  been  made  possible  only  through  the  combined 
hard  work  and  dedication  of  our  franchisees  and  my  franchise  staff 

Above  all  else,  we  believe  in  ethics  and  honesty  in  the  way  we 
conduct  business.  We  believe  in  the  principle  of  full  and  fair  disclo- 
sure, and  we  applaud  the  States  and  the  FTC  for  their  tremendous 
work  in  stopping  those  who  would  defraud  franchise  investors.  Our 
franchisees  are  living  testimony  to  the  power  of  franchise  system. 

Thank  you,  Madam  Chairwoman,  and  members  of  the  committee, 
and  I  would  be  glad  to  anxious  any  questions. 

Ms.  Lambert.  Thank  you,  Mr.  Carpenter.  Living  right  on  the 
Mississippi  River  in  the  flyway,  I'll  be  looking  to  see  if  we  are  one 
of  those  38  States. 

By  my  own  instruction,  I  will  be  brief  and  ask  a  few  questions, 
if  I  may. 

First,  Mr.  Rudnick,  does  the  IFA  still  publicize  failure  rates  in 
franchise  industry,  and  if  so,  what  is  your  perception  of  this  failure 
rate? 

Mr.  Rudnick.  The  IFA  does  not  have  current  information  on  that 
subject.  The  Department  of  Commerce  used  to  publish  that  mate- 
rial and  IFA  tried  to  take  it  over  when  the  Department  of  Com- 
merce ceased  to  print  this  information,  and  is  still  seeking  ways  to 
present  objective  and  accurate  and  comprehensive  information,  but 
it  has  not  yet  found  it. 

Ms.  Lambert.  From  your  answer  as  well  as  from  panel  two,  it 
seems  the  Department  of  Commerce  no  longer  providing  that  infor- 
mation has  been  an  impediment  to  both  sides  of  this  discussion. 

As  you  mentioned,  IFA  recently  revised  its  code  of  principles  and 
standards  of  conduct.  That  was  mentioned  by  you  and  Mr.  Ham- 
merstein  as  well.  Why  was  this  revision  undertaken  and  what 
would  happen  if  a  member  of  IFA  should  willfully  violate  this  new 
code? 

Mr.  Rudnick.  The  answer  to  your  first  question,  the  new  code  of 
principles  and  standards  of  conduct,  the  original  of  that  is  a  per- 
ception by  the  IFA  that  the  franchising  and  what  its  members 
stand  for  is  not  well  understood. 

There  has  been  a  lot  of  negative  press  in  recent  years  dealing 
with  the  kinds  of  stories  the  second  panel  related  to  the  sub- 
committee this  morning.  And  the  code,  revised  code  to  replace  the 
code  that  existed  for  many  years  and  dealt  with  many  specifics  of 
the  franchising  relationship  was  felt  to  be  the  best  method  of  com- 
municating what  franchising  really  is  about  and  what  the  IFA 
members  believe  is  a  fair  franchise  relationship. 

In  terms  of  the  second  question  that  you  asked,  which  is  how  the 
code  was  enforced,  the  IFA  has  a  standards  committee.  The  stand- 
ards committee  is  the  repository  of  complaints  received  from 
franchisees  who  assert  conduct  that  may  violate  the  code  of  ethics. 
The  efforts  of  the  IFA  are  to  then  induce  pressure,  if  you  will,  on 
the  franchisor  and  franchisee,  permitting  the  franchisee  to  resolve 
the  complaints  that  the  franchisee  asserted  in  direct  negotiations 
utilizing  the  dispute  resolution  procedures  that  may  exist  in  that 
network. 
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Failing  that,  the  IFA  strongly  encourages  the  franchisor  and 
franchisee  to  apply  to  third-party  non-binding  arbitration.  If  that 
fails,  they  must  resolve  the  dispute  through  the  panels  available, 
which  would  be  arbitration  or  litigation. 

If  facts  come  to  the  attention  of  the  standards  committee  that  a 
member  has  engaged  in  conduct  that  may  violate  the  code  of  con- 
duct, the  standards  committee  will  make  a  recommendation  to  the 
board  of  directors  on  the  appropriate  disciplinary  action,  which 
could  be  sanctions,  could  be  a  warning,  suspension  or  expulsion 
from  membership. 

Ms.  Lambert.  You  are  saying  some  of  those  instances  evolve  out 
of  a  disregard  for  the  code  perhaps.  Is  that  initiated  by  the  IFA 
then,  or  more  so,  than  through  legal  sources? 

Mr.  RUDNICK.  It  could  be  initiated  by  IFA  on  facts  that  come  to 
its  attention.  More  likely  it  would  be  initiated  by  complaints  gen- 
erated by  complaints  from  franchisees. 

Ms.  Lambert.  I  gather  from  your  testimony  that  you  are  not  a 
big  fan  of  private  rights  of  action,  yet  they  do  exist  in  some  of  the 
States.  Franchise  registration  laws  include  them.  It  seems  to  me  it 
is  somewhat  of  a  patchwork  regulation  where  citizens  of  some 
States  have  rights  that  others  don't,  that  are  not  available  to  oth- 
ers. 

Does  that  not  present  clearly  a  situation  where  we  have  some 
groups  that  have  rights  that  others  don't? 

Mr.  RUDNICK.  Well,  it  is  clear  that  certainly  about  half  the  popu- 
lation has  a  private  right  of  action  either  under  State  law  or  under 
the  State  equivalent  of  what  are  called  little  FTC  acts — State  stat- 
utes that  parallel  the  Federal  Trade  Comniission  Act. 

New  Jersey  is  an  example  where  the  Supreme  Court  there  has 
held  a  violation  of  FTC  rule  is  a  violation  of  the  States'  little  FTC 
act.  High  on  the  list,  Nebraska,  where  the  business  opportunity  for 
the  franchisor  is  exempt  from  the  laws  provided,  it  complies  with 
the  FTC  rules.  If  it  has  not  complied  with  the  rule,  then  it  would 
be  subject  to  private  right  of  action  under  the  State's  business  open 
law.  But  in  the  remaining  States,  there  may  not  be  a  private  right 
of  action  for  a  violation  of  the  rule. 

I  have  indicated  the  reason  that  IFA  opposes  the  private  right 
of  action  to  enforce  the  FTC  rule,  and  that  was  primarily  the  mis- 
use of — frequent  misuse,  not  universal  misuse — of  the  private  right 
of  action  under  State  law  by  franchisees  to  gain  a  litigation  advan- 
tage when  it  does  not  relate  at  all  to  the  circumstances  of  the  sale, 
but  to  a  dispute,  noncompliance  issue  generally  that  arises  long 
after  the  sale. 

I  think  there  is  a  public  policy  issue,  if  I  may  mention  that  brief- 
ly, for  expanding  FTC  enforcement  versus  having  a  private  right  of 
action. 

When  there  is  the  widespread  total  noncompliance  of  the  kind 
that  Chris  White  talked  about  this  morning,  that  company  ought 
to  be  put  out  of  business.  It  ought  to  be  put  out  of  business  at  least 
until  it  complies  with  the  regulation.  Only  FTC  can  do  that.  Pri- 
vate plaintiffs  cannot  do  that. 

The  private  plaintiff  essentially  wants  his  money  back  with  little 
concern  of  what  the  franchisor,  business  opportunity  seller,  is  con- 
tinuing to  do.  Where  there  has  been  substantial  compliance — not 
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widespread  noncompliance,  but  maybe  a  technical  violation — I  do 
not  believe  there  is  a  compelling  need  for  a  private  enforcement. 
There  is  no  sound  public  policy  in  that  to  give  franchisees  a  weapon 
to  use  against  franchisors  when  it  can  be  used  in  situations  that 
are  unrelated  to  the  sale  of  the  franchise. 

Ms.  Lambert.  Just  as  a  note,  I  know  the  chairman  of  the  sub- 
committee. Chairman  Swift  and  I  cosponsored  a  bill  that  Congress 
passed  in  the  telemarketing  area  that  did  have  private  right  of  ac- 
tion, which  I  think  is  a  direction  obviously  we  took  in  that  area. 
It  doesn't  have  that  much  to  do  with  franchising,  but  it  recognizes 
there  are  some  possibilities  of  correction  needed  for  some  types  of 
fraud  out  there. 

Mr.  Beavers,  we  talked  a  lot  about  McDonald's  today  and  you 
have  been  a  good  example  and  you  have  been  used  as  such  in  many 
cases.  I  applaud  the  fact  you  have  worked  with  NASSA  in  order  to 
look  at  some  of  the  ways  that  you  have  tried  to  improve  on  your- 
selves. How  does  McDonald's  disclosure  policies  and  practices  differ 
from  the  minimum  required  by  statutes  or  regulations? 

Mr.  Beavers.  I  don't  believe  it  differs  from  the  minimum.  We 
provide  information  about  all  of — or  addresses,  telephone  numbers 
of  all  of  the  franchisees  in  the  State,  so  it  gives  prospective  appli- 
cants to  talk  to  anyone  in  that  State  that  they  wish.  But  basically 
our  document  is  similar  to  what  is  the  standards. 

Ms.  Lambert.  Or  even  more. 

Mr.  Beavers.  Right. 

Ms.  Lambert.  What  happens  when  a  McDonald's  restaurant  ex- 
periences a  sales  decline  for  reasons  beyond  its  control? 

Mr,  Beavers.  On  occasion  when  that  happens  if  there  is  a  road 
closing  or  loss  of  traffic  generator  like  a  supermarket  or  like, 
McDonald's  will  step  in  and  provide  some  financial  assistance  to 
that  licensee  for  a  period  of  time  until  the  road  is  complete  or  the 
financial  condition  of  the  shopping  center  improves. 

That  has  happened  in  a  number  of  cases  around  the  country.  We 
don't  have  to  do  that,  but  that  is  the  kind  of  partnership  or  rela- 
tionship that  we  have  with  our  franchisees.  We  want  them  to  be 
successful,  and  if  it  means  rent  deferment  for  a  short  period  of  time 
or  assisting  them  in  some  of  their  local  marketing,  we  will  do  that. 
So  on  a  number  of  occasions  we  have  stepped  in  and  provided  that 
kind  of  assistance. 

Ms.  Lambert.  You  mentioned  some  of  the  .percentages  on  your 
franchise,  franchisors  or  franchisees  as  far  as  having  gained  experi- 
ence in  working  in  McDonald's.  What  percentage  of  the  franchises 
are  renewed  after  the  20-year  period? 

Mr.  Beavers.  I  don't  know  what  the  exact  percentage  would  be, 
but  it  has  got  to  be  close  to  98  percent.  A  vast  majority  of  the  folks 
do. 

Ms.  Lambert.  You  do  renew  those  contracts. 

Mr.  Beavers.  Absolutely. 

Ms.  Lambert.  One  more  question  for  McDonald's.  I  have  heard 
that  McDonald's  developed  a  number  of  voluntary  internal  mecha- 
nisms to  deal  with  disagreements  that  may  arise  with  your 
franchisees.  For  the  benefit  of  everyone,  could  you  describe  a  few 
of  those? 
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Mr.  Beavers.  We  have  a  ombudsman  program  that  is  active  and 
well.  If  there  is  a  dispute  that  is  not  resolved  at  the  local  level,  and 
perhaps  after  being  reviewed  by  a  member  of  senior  management, 
the  matter  still  hasn't  been  resolved,  it  then  can  be  reviewed  by 
corporate  ombudsman,  and  usually  that  process  has  another 
franchisee  that  is  included  in  that  review  process  and  that  has 
proven  to  be  quite  effective  in  the  modest  number  of  cases  that 
have  not  been  resolved  at  the  local  or  senior  management  level. 

I  would  highly  recommend  that  ombudsman  process. 

In  addition  to  that,  we  are  one  of  the  founding  members  of  the 
ADR,  Alternative  Dispute  Resolution  process,  and  to  my  knowledge 
I  guess  there  have  been  four  cases  that  have  been  presented  at 
that  level,  two  have  been  resolved  and  two  are  pending.  But  again, 
I  think  the  ombudsman  process  is  quite  helpful. 

Ms.  Lambert.  That  is  what  this  process  is  about;  looking  for  bet- 
ter ways  to  deal  with  what  is  out  there.  We  appreciate  that. 

For  any  of  the  franchisors  here,  do  any  of  you  have  binding  arbi- 
tration clauses  in  your  franchise  agreements,  and  if  so,  where  does 
the  arbitration  panel  meet?  That  has  been  a  chronic  problem. 

Mr.  Adler.  We  have  them  in  all  our  agreements.  The  theory  is 
that  litigation  is  very  expensive,  and  we  want  the  fastest  way  to 
get  this  resolved  and  behind  us,  and  we  have  it  in  our  home  mar- 
ket for  our  own  convenience  because  for  the  obvious  reason  if  we — 
I  am  happy  to  say  we  have  not — it  makes  it  easier  for  our  staff  to 
do  that.  It  is  inconvenient  for  the  franchisee. 

Ms.  Lambert.  So  you  have  it  in  your  home  headquarters. 

Mr.  Adler.  Yes. 

Mr.  Hammerstein.  We  do  not  have  binding  arbitration.  If  we 
have  exhausted  all  possible  discussion  at  the  headquarters,  we,  the 
franchisee,  then  the  next  step  if  it  becomes  necessary  would  be  the 
courtroom. 

Mr.  Carpenter.  We  have  no  binding  arbitration.  We  have  never 
had  any  litigation  so  we  would  hope  to  go  into  mediation  first  if  we 
ever  had  any  disputes. 

Ms.  Lambert.  I  want  to  thank  the  panel  for  their  input  and  more 
importantly  for  their  patience.  I  know  we  have  gone  a  little  bit 
long.  I  do  appreciate  your  input. 

It  will  continue  to  be  an  issue  of  concern  to  me  as  a  member,  as 
well  as  to  the  rest  of  the  subcommittee,  I  am  sure.  And  we  will 
have  further  discussions.  But  the  three  panels  have  been  most 
helpful. 

The  subcommittee  stands  adjourned. 

[Whereupon,  at  1:10  p.m.,  the  hearing  was  adjourned.] 
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